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With copy of this letter the original exhibits in this matter have been distributed, as follows:
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Arizona~American Water
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Exhibits Nos. A-81, A-103, and S-3 are being returned to the Applicant and Staff, respectively,
because they were withdrawn.

Exhibits Nos. S-9 and S-10 are being returned to Staff because they were not moved for admission
on the record either inadvertently or by design.

We did not check out the Docket File.

Please let us know if you have any questions or if we may be of any further assistance.

Very truly yours,

Marta T. Hetzer
Administrator/Owner
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Copy to: Arizona-American Water
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RUCO
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1.

Q.

A.

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Blaine Akine. My business address is 12425 W. Bell Road, Surprise,

Arizona, 85374.

I
I
I
I

Q.

A.

BY WHOM ARE YOU EMPLOYED?

I am employed by Arizona-American Water Company ("Arizona-American" or

"Company").

Q. PLEASE DESCRIBE YOUR CURRENT POSITION WITH ARIZONA-

AMERICAN.

A. I serve as the Engineering Director for the State of Arizona. My current duties and

responsibilities include the oversight and management of all engineering design,

construction and developer activities for the Company's Arizona Operations.

Q. WHAT WAS YOUR WORK HISTORY BEFORE JOINING ARIZONA-

A.

AMERICAN?

Prior to my employment with Arizona-American, I was employed by Citizens

Water Resources Division ("Citizens"). I have over 16 years of experience in the

engineering and utility business .

Q-

A.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I
I
I
I
I
I
I

I received a Bachelor of Science degree in Civil Engineering from the University

of Hawaii in 1984, and a Masters of Business Administration degree from Arizona

State University in 1992.

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFCRE ANY REGULATORY

BODIES?
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A. Yes. I testified before the Arizona Corporation Commission ("Commission") on a

Citizens' request to expand its Certificate of Convenience and Necessity

("CC&N") for one of its system located in Maricopa, Arizona.
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Q. WHAT is THE PURPOSE OF YOUR TESTIMONY IN THIS

PRQCEEDING?

A. The purpose of my testimony is to provide a summary of certain plant additions

and other capital improvements that have or will be completed for the water and

wastewater districts in Sun City during calendar year 2002. The Company

proposes to include these post test-year plant additions in its rate base for

ratemaking purposes in this proceeding. A description of the two types of plant

additions (general maintenance and specific projects), is provided in Akine Dir.

Exh. 1, attached hereto. In that Exhibit, I provide a general description of

"blanket" type plant additions or capital improvements that were needed to upgrade

or replace aging infrastructure, increase security and/or improve general water or

wastewater operations in the service territory. I also provide a short description of

each specific project and the basis for the total expenditure.

II. DESCRIPTION OF COMPANY-FUNDED
BUDGETING PRCCESS

CONSTRUCTION AND

Q. WHAT PROCEDURE DOES THE COMPANY UTILIZE TO IDENTIFY A

C01V1PANY-FUNDED CONSTRUCTION PROJECT?

I
I
I
I
I
I
I
I
I
I
|
I
I
I

A. The Company goes through a yearly budgeting process where all proposed

construction projects are identified. The Company then extensively evaluates these

projects prior to ultimately selecting the capital Company-funded capital projects to

include in the capital plan.

Q. WHO DETERMINES HOW MUCH MONEY WILL BE SPENT ON

COMPANY-FUNDED PROJECTS?I
I
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A. The budgeting process for capital projects requires that detailed estimates be

developed for each approved project. The project dollars are then reviewed and

approved by management prior to inclusion in the capital plan.
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I

111. DESCRIPTIGN OF COMPANY-FUNDED PLANT ADDITIONS
PROPOSED INCLUSIONS IN AND ADJUSTMENT TO RATE BASE

FORI
I
I

Q. WOULD YOU PLEASE SUMMARIZE THE COMPANY-FUNDED PLANT

ADDITIONS FOR THE DISTRICTS THAT ARE THE SUBJECT OF THIS

APPLICATION?

A. The Company-funded plant additions for the Sun City water and wastewater

districts that are the subject of this application are all revenue neutral projects that

will be completed by the end of calendar year 2002. These capital plant additions

will be utilized to serve existing customers within the Sun City districts. Capital

projects that support new customer growth have not been included in the

Company's rate filing. The majority of these revenue neutral plant additions are

for repair and replacement of existing plant facilities. Again, a more detailed

explanation of these system improvements is provided in Akine Dir. Exh. 1,

attached hereto.

Q. WHAT AMOUNT OF COMPANY-FUNDED POST TEST YEAR

CONSTRUCTION DOES ARIZONA-AMERICAN PROPOSE TO

INCLUDE IN RATE BASE?

I
I
I
I
I
I
I
I

A. The total adjustment to rate base is $216,300 for Sun City wastewater district and

$2,002,900 for Sun City water district, as shown on Akine Dir. Exh. 1, as well as

the Company's Schedule B-2. These projects, which were constructed during

2002, will be or have been completed and in service by no later than December 31,

2002.

Q.

A.

AND ALL THESE PLANT IMPROVEMENTS ARE REVENUE NEUTRAL?

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Yes. As mentioned above, these improvements are being made to serve existing

customers, and not new customers that were added after the end of the test year.

Capital projects that support new customer growth have not been included in this
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I

application.

I Q. WHY is ARIZONA-AMERICAN PROPOSING A CUT-OFF DATE OF

DECEMBER 31, 2002 FOR POST TEST-YEAR PLANT ADDITIONS?

A.

I

December 31, 2002, is a reasonable cut-off date based on the timing of the

application and the date on which these plant additions will become operable and

used to provide service to customers. The Commission's Utilities Division

("Staff") will have ample time to inspect the plant and to verify that the plant is

"used and useful," and to audit the Company's construction costs before Staff's

direct filing will be due.

In addition, this cut-off date was selected in order to comply with the

guidelines for post test-year plant additions established in Arizona-American's

prior rate case. In Decision No. 61831 (July 20, 1999), the Commission ordered

the Company to "limit its adjustments to add post-test year plant to include only

plant that is used and useful and in service within 90 days of the date that the rate

application is deemed sufficient" in future rate cases. Decision No, 61831 at 3-4.

The December 31, 2002, cut-off date is well within the deadline for post test-year

plant additions set by the Commission.

DOES THIS CONCLUDE YOUR TESTIMONY?Q.

A. Yes it does.
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AKINE DIR. EXH. 1

[ARIZONA-AMERICAN 2002 REVENUE NEUTRAL PROJECTS1

Sun Citv Wastewater District 2002 Revenue Neutral Projects

A. Repair and replacement of existing facilities. These prob ects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" prob eats completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $4,600.

B. Arizona Administrative Office. Due to increased customer growth in Arizona, the
staffing has increased steadily since the early 1990's. Due to zoning restrictions
that prohibited the expansion of the existing Sun City office and the expiration of
the lease of the Surprise office, a new leased office was secured to house the
Corporate Office. Total allocation to District - $211,700.

Total for Sun Citv Wastewater District - $216,300

Sun Citv Water District 2002 Revenue Neutral Projects

A. Repair and replacement of existing facilities. These projects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $3 l8,100.

B. Upgrades and improvements to IT system, including both software and hardware
equipment, for increased efficiency of operations personnel. Total cost - $20,500.

c. New vehicles were added to the current fleet for use by existing staff Total cost
$ l76,600 ,

D. Facility relocation for Youngtown drainage projects. Contractually, Arizona-
American was required to relocate existing facilities that became a conflict when
Youngtown completed its drainage improvement projects. Total cost - $101,100.

E. Well study/well repair project. Due to the current age of the well field system, a
study was commissioned in order to examine the existing system. The well repair
projects which follow implements the study's conclusion of repairs needed to
keep the overall system operational. Total cost - $176,800.



F. Youngtown Well Fill line project. This project interconnects an existing
Youngtown well into the existing Sun City Water system, thus providing another
reliability supply into the Sun City system. Total cost - $461,700.

G. Oakmont Avenue Main Replacement Project. This was a single large pipeline
main replacement project. Total cost - $155,800.

H. Arizona Administrative Office. This project consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development services and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise
office that houses our engineering and development services staff Total
allocation to District -. $222,300.

1. Security Improvements: This project consists of modifications to ground water
storage tanks that will make the tanks less accessible and less vulnerable to
deliberate attempts to contaminate water supplies in accordance with higher
company security standards adopted in response to the September ll, 2001
terrorist attack. Total Cost - $370,000.

Total for Sun City Water District - $2,002,900

EXHIBIT AKINE DIR. EXH. l

[ARIZONA-AMERICAN 2002 REVENUE NEUTRAL PROJECTS]
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I

I.

Q.

A.

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.I
I

My name is Blaine Amine. My business address is 12425 W. Bell Road, Surprise,

Arizona, 85374.

BY WHOM ARE YOU EMPLOYED?

I
I am employed by Arizona-American Water Company ("Arizona-American" or

"Company").

Q. PLEASE DESCRIBE YOUR CURRENT POSITION WITH ARIZONA-

A.

AMERICAN.

I serve as the Engineering Director for the State of Arizona. My current duties and

responsibilities include the oversight and management of all engineering design,

construction and developer activities for the Company's Arizona Operations.

Q- WHAT WAS YOUR WORK HISTORY BEFORE JOINING ARIZONA-

I
I
I
I

A.

AMERICAN?

Prior to my employment with Arizona-American, I was employed by Citizens

Water Resources Division ("Citizens"). I have over 16 years of experience in the

engineering and utility business.

Q-

A.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGRDUND.

I received a Bachelor of Science degree in Civil Engineering from the University

of Hawaii in 1984, and a Masters of Business Administration degree from An'zona

State University in 1992.

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

BODIES?

I
I
I
I
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A. Yes. I testified before the Arizona Corporation Commission ("Commission") on a

Citizens' request to expand its Certificate of Convenience and Necessity

("CC&N") for one of its system located in Maricopa, Arizona.

FENNEMORE CRAIG
PRO ress1onAL CORPORATION

PlloEnIx

1



I
|

I

I
Q. WHAT Is THE PURPOSE OF YOUR TESTIMONY IN THOS

PROCEEDING?

A. The purpose of my testimony is to provide a summary of certain plant additions

and other capital improvements that have or will be completed for the water and

wastewater districts in Sun City West during calendar year 2002. The Company

proposes to include these post test-year plant additions in its rate base for

ratemaking purposes in this proceeding. A description of the two types of plant

additions (general maintenance and specific projects), is provided in Akine Dir.

Exh. 1, attached hereto. In that Exhibit, I provide a general description of

"blanket" type plant additions or capital improvements that were needed to upgrade

or replace aging infrastructure, increase security and/or improve general water or

wastewater operations in the service territory. I also provide a short description of

each specific project and the basis for the total expenditure.

II. DESCRIPTION OF COMPANY-FUNDED
BUDGETING PROCESS

CONSTRUCTION AND

Q. WHAT PROCEDURE DOES THE COMPANY UTILIZE TO IDENTIFY A

COMPANY-FUNDED CONSTRUCTION PROJECT?

A. The Company goes through a yearly budgeting process where all proposed

construction projects are identified. The Company then extensively evaluates these

prob acts prior to ultimately selecting the capital Company-funded capital projects to

include in the capital plan.

Q. WHO DETERMINES HOW MUCH MONEY WILL BE SPENT ON

COMPANY-FUNDED PROJECTS?

I
I
I
|
I
I
I
I
I
I
I
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A. The budgeting process for capital projects requires that detailed estimates be

developed for each approved project. The project dollars are then reviewed and

approved by management prior to inclusion in the capital plan.
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I

111. DESCRIPTION OF COMPANY-FUNDED PLANT ADDITIONS
PROPOSED INCLUSIONS IN AND ADJUSTMENT TO RATE BASE

FOR

Q. WOULD YOU PLEASE SUMMARIZE THE COMPANY-FUNDED PLANT

ADDITIONS FOR THE DISTRICTS THAT ARE THE SUBJECT OF THIS

APPLICATION?

I
I
I

A.

I

The Company-funded plant additions for the Sun City West water and wastewater

districts that are the subject of this application are all revenue neutral projects that

will be completed by the end of calendar year 2002. These capital plant additions

will be utilized to serve existing customers within the Sun City West districts.

Capital projects that support new customer growth have not been included in the

Company's rate filing. The majority of these revenue neutral plant additions are

for repair and replacement of existing plant facilities. Again, a more detailed

explanation of these system improvements is provided in Akine Dir. Exh. l,

attached hereto.

Q. WHAT AMOUNT OF COMPANY-FUNDED POST TEST YEAR

CONSTRUCTION DOES ARIZONA-AMERICAN PROPOSE To

INCLUDE IN RATE BASE.

A. The total adjustment to rate base is $213,100 for Sun City West wastewater district

and $610,000 for Sun City West water distnlct, as shown on Akine Dir. Exh. 1, as

well as the Company's Schedule B-2. These projects, which were constructed

during 2002, will be or have been completed and in service by no later than

December 3 l , 2002.

I
I
I
I
|
I
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Q.

A.

AND ALL THESE PLANT IMPROVEMENTS ARE REVENUE NEUTRAL?

Yes. As mentioned above, these improvements are being made to serve existing

customers, and not new customers that were added after the end of the test year.

Capital projects that support new customer growth have not been included in this
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I
I application.

Q. WHY Is ARIZONA-AMERICAN PROPOSING A CUT-OFF DATE OF

DECEMBER 31, 2002 FOR POST TEST-YEAR PLANT ADDITIONS?

I A.

"used and useful,"

I

I

December 31, 2002, is a reasonable cut-off date based on the timing of the

application and the date on which these plant additions will become operable and

used to provide service to customers. The Commission's Utilities Division

("Staff') will have ample time to inspect the plant and to verify that the plant is

and to audit the Company's construction costs before Staff's

direct tiling will be due.

In addition, this cut-off date was selected in order to comply with the

guidelines for post test-year plant additions established in Arizona-American's

prior rate case. In Decision No. 61831 (July 20, 1999), the Commission ordered

the Company to "limit its adjustments to add post-test year plant to include only

plant that is used and useful and in service within 90 days of the date that the rate

application is deemed sufficient" in future rate cases. Decision No. 61831 at 3-4.

The December 31, 2002, cut-off date is well within the deadline for post test-year

plant additions set by the Commission.

Q.

A.

DOES THIS CONCLUDE YOUR TESTIMONY?I
I

Yes it does.

13583433
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AKINE DIR. EXH. 1

[ARIZONA-AMERICAN 2002 REVENUE NEUTRAL PROJECTS]

SUN CITY WEST WASTEWATER

A. Repair and replacement of existing facilities. These projects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" prob ects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $63,900.

B. Arizona Administrative Office. This prob act consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development services and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise
office that houses our engineering and development services staff Total
allocation to District - $149,200.

Total for Sun Citv West Sewer District - $213,100

SUN CITY WEST WATER

A. Repair and replacement of existing facilities. These projects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $180,000.

B. Well study/well repair project. Due to the age of the well Held system this study
with improvements was required to study the existing system and implements
required repairs to keep the overall system operational. Total approximate cost of
$157,400.

c. A new vehicle was added to the current fleet for use by existing staff Total cost
S l7,600.

D. Arizona Administrative Office. This prob act consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development services and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded



due to zoning restrictions) and by the expiration of the lease for the Surprise
office that houses our engineering and development services staff Total
allocation to District -. $156,000.

E. Security Improvements: This project consists of modifications to ground water
storage tanks that will make the tanks less accessible and less vulnerable to
deliberate attempts to contaminate water supplies in accordance with higher
company security standards adopted in response to the September ll, 2001
terrorist attack. Total Cost - $99,000.

Total for Sun Citv West Water District - $610,000
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I
I
I 1. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.Q.

A. My name is Blaine Akine. My business address is 12425 W. Bell Road, Surprise,

Arizona, 85374.I
I

Q.

A.

BY WHOM ARE YOU EMPLOYED?

I am employed by Arizona-American Water Company ("Arizona-American" or

"Company").

Q. PLEASE DESCRIBE YOUR CURRENT POSITION WITH ARIZONA-

AMERICAN.

A.

I
I serve as the Engineering Director for the State of Arizona. My current duties and

responsibilities include the oversight and management of all engineering design,

construction and developer activities for the Company's Arizona Operations.

Q. WHAT WAS YOUR WORK HISTORY BEFORE JOINING ARIZONA-

I A.

AMERICAN?

Prior to my employment with Arizona-American, I was employed by Citizens

Water Resources Division ("Citizens"). I have over 16 years of experience in the

engineering and utility business.

Q.

A.

PLEASE DESCRIBE YOUR EDUCATIGNAL BACKGROUND.

I received a Bachelor of Science degree in Civil Engineering from the University

of Hawaii in 1984, and a Masters of Business Administration degree from Arizona

State University in 1992 .

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

BODIES?

I
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I
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A. Yes. I testified before the Arizona Corporation Commission ("Commission") on a

Citizens' request to expand its Certificate of Convenience and Necessity

("CC&N") for one of its systems located in Maricopa, Arizona.
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I

I Q. WHAT Is THE PURPOSE OF YOUR TESTIMONY IN THESE

PROCEEDING?

A.

I
I

The purpose of my testimony is to provide a summary of certain plant additions

and other capital improvements that have or will be completed for the Mohave

water district and Havasu water district during calendar year 2002. The Company

proposes to include these post test-year plant additions in its rate base for

raternaking purposes in this proceeding. A description of the two types of plant

additions (general maintenance and specific projects) is provided in Akine Dir.

Exh. 1, attached hereto. In that Exhibit, I provide a general description of

"blanket" type plant additions or capital improvements that were needed to upgrade

or replace aging infrastructure, increase security and/or improve general water or

wastewater operations in the service territory. I also provide a short description of

each specific project and the basis for the total expenditure.

11. DESCRIPTION OF COMPANY-FUNDED
BUDGETING PROCESS

CONSTRUCTION AND

Q. WHAT PROCEDURE DOES THE COMPANY UTILIZE TO IDENTIFY A

COMPANY-FUNDED CONSTRUCTION PROJECT?

A. The Company goes through a yearly budgeting process where all proposed

construction projects are identified. The Company then extensively evaluates these

projects prior to ultimately selecting the capital Company-funded capital prob ects to

include in the capital plan.

Q. WHO DETERMINES HOW MUCH MONEY WILL BE SPENT ON

COMPANY-FUNDED PROJECTS?
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A. The budgeting process for capital projects requires that detailed estimates be

developed for each approved project. The project dollars are then reviewed and

approved by management prior to inclusion in the capital plan.
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I
I
I 111. DESCRIPTION OF COMPANY-FUNDED PLANT ADDITIONS

PROPOSED INCLUSIONS IN AND ADJUSTMENT TO RATE BASE
FOR

Q.

I
WOULD YOU PLEASE SUMMARIZE THE COMPANY-FUNDED PLANT

ADDITIONS FOR THE DISTRICTS THAT ARE THE SUBJECT OF THIS

APPLICATION?

A.

I

l

The Company-funded plant additions for the Mohave water district and the Havasu

water district that are the subject of this application are all revenue neutral projects

that will be completed by the end of calendar year 2002. These capital plant

additions will be utilized to serve existing customers within the Mohave and

Havasu water districts. Capital projects that support new customer growth have

not been included in the Company's rate filing. The majority of these revenue

neutral plant additions are for repair and replacement of existing plant facilities.

Again, a more detailed explanation of these system improvements is provided in

Akine Dir. Exh. l, attached hereto.

Q. WHAT AMOUNT OF THE COMPANY-FUNDED POST TEST YEAR

CONSTRUCTION DOES ARIZONA-AMERICAN PROPOSE To

INCLUDE IN RATE BASE?

I
I
I A. The total adjustment to rate base is $212,200 for the Havasu water district and

$984,000 for the Mohave water district, as shown on Akine Dir. Exh. 1, as well as

the Company's Schedule B-2. These projects, which were constructed during

2002, will be or have been completed and in service by no later than December 31,

2002.I
I
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Q.

A.

AND ALL THESE PLANT IMPROVEMENTS ARE REVENUE NEUTRAL?

Yes. As mentioned above, these improvements are being made to serve existing

customers, and not new customers that were added after the end of the test year.

Capital projects that support new customer growth have not been included in this
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application .

Q. WHY is ARIZONA-AMERICAN PROPOSING A CUT-OFF DATE OF

DECEMBER 31, 2002 FOR POST TEST-YEAR PLANT ADDITIONS?
I
I A.

"used and useful,"

I

December 31, 2002, is a reasonable cut-off date based on the timing of the

application and the date on which these plant additions will become operable and

used to provide service to customers. The Commission's Utilities Division

("Staff") will have ample time to inspect the plant and to verify that the plant is

and to audit the Company's construction costs before Staffs

direct filing will be due.

In addition, this cut-off date was selected in order to comply with the

guidelines for post test-year plant additions established in Arizona-American's

prior rate case. In Decision No. 61831 (July 20, l 999), the Commission ordered

the Company to "limit its adjustments to add post-test year plant to include only

plant that is used and useful and in service within 90 days of the date that the rate

application is deemed sufficient" in future rate cases. Decision No. 61831 at 3-4.

The December 31, 2002, cut-off date is well within the deadline for post test-year

plant additions set by the Commission.

DOES THIS CONCLUDE YOUR TESTIMONY?

I
I
I
I
I

Q.

A. Yes it does.
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AKINE DIR. EXH. 1

[ARIZONA-AMERICAN 2002 REVENUE NEUTRAL pRo.rEcTs1

Havasu Water District 2002 Revenue Neutral Projects

A. Repair and replacement of existing facilities. These prob eats include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $38,900.

B. Western Operations Office Building. With the sale of Citizens water assets to
Arizona-American, the leased building that housed the Mohave Operations was
not included in the sale. The purchase agreement allowed for the new Arizona-
American Mohave Operations to continue occupying the current premises under a
lease for a period of one year post close. This project consists of a tenant
improvement and furnishings to move into a new Operations Office Building.
Total allocation to District - $35,600.

c. Arizona Administrative Office. This prob act consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development services and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise
office that houses our engineering and development services staff. Total
allocation to District - $18,700.

D. Security Improvements: This project consists of modifications to ground water
storage tanks that will make the tanks less accessible and less vulnerable to
deliberate attempts to contaminate water supplies in accordance with higher
company security standards adopted in response to the September ll, 2001
terrorist attack. Total Cost - $119,000.

Total for Havasu Water District - $212,200

Mohave Water District 2002 Revenue Neutral Projects

A. Repair and replacement of existing facilities. These projects include such tasks as



line replacement projects, and general plant repair and replacement. These are all
"blanket" projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $85,500.

B. Replacement of worn tools and equipment used by Operations Staff Total cost
$1,500.

c. Western Operations Office Building. With the sale of Citizens water assets to
Arizona-American, the leased building that housed the Mohave Operations was
not included in the sale. The purchase agreement allowed for the new Arizona~
American Mohave Operations to continue occupying the current premises under a
lease for a period of one year post close. This project consists of a tenant
improvement and furnishings to move into a new Operations Office Building.
Total allocation to District - $321,700.

D. Arizona Administrative Office. This project consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development services and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which camion be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise
office that houses our engineering and development services staff. Total
allocation to District - $169,300.

E. Security Improvements: This project consists of modifications to ground water
storage tanks that will make the tanks less accessible and less vulnerable to
deliberate attempts to contaminate water supplies in accordance with higher
company security standards adopted in response to the September ll, 2001
terrorist attack. Total Cost - $406,000.

Total for Mohave Water District - $984.000.
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I. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.Q.

A. My name is Blaine Akine. My business address is 12425 W. Bell Road, Surprise,

Arizona, 85374.

Q-

A.

BY WHOM ARE YOU EMPLOYED?

I am employed by Arizona-American Water Company ("Arizona-American" or

"Company").

Q. PLEASE DESCRIBE YOUR CURRENT POSITION WITH ARIZONA-

A.

AMERICAN.

I serve as the Engineering Director for the State of Arizona. My current duties and

responsibilities include the oversight and management of all engineering design,

construction and developer activities for the Company's Arizona Operations.

Q. WHAT WAS YOUR WORK HISTORY BEFORE JOINING ARIZONA-

A.

AMERICAN?

Prior to my employment with Arizona-American, I was employed by Citizens

Water Resources Division ("Citizens"). I have over 16 years of experience in the

engineering and utility business.

I
I
I
I
I
I
I
I
I
I
I
I
I

Q.

A.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I received a Bachelor of Science degree in Civil Engineering from the University

of Hawaii in 1984, and a Masters of Business Administration degree from Arizona

State University in 1992.

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

BODIES?
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A. Yes. I testified before the Arizona Corporation Commission ("Commission") on a

Citizens' request to expand its Certificate of Convenience and Necessity

("CC&N") for one of its system located in Maricopa, Arizona.
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Q. WHAT Is THE PURPOSE OF YOUR TESTIMONY IN THIS

PROCEEDING?

I
I
I
I
I
I
I

A. The purpose of my testimony is to provide a summary of certain plant additions

and other capital improvements that have or will be completed for the Anthem

water district, the Agua Fria water district and the Anthem/Agua Fria wastewater

district during calendar year 2002. The Company proposes to include these post

test-year plant additions in its rate base for ratemaking purposes in this proceeding.

A description of the two types of plant additions (general maintenance and specific

projects) is provided in Akine Dir. Exh. l, attached hereto. I

provide a general description of "blanket" type plant additions or capital

improvements that were needed to upgrade and/or replace aging infrastructure,

increase security or improve general water or wastewater operations in the service

territory. I also provide a short description of each specific project and the basis

for the total expenditure.

In that Exhibit,

I
I
I

11. DESCRIPTION OF COMPANY-FUNDED
BUDGETING PROCESS

CONSTRUCTION AND

Q.

I

Q.I
I

1
2
3
4
5
6
7
8
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17
18
19 A.
20
21
22
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24
25 I
26

A.

WHAT PROCEDURE DOES THE COMPANY UTILIZE TO IDENTIFY A

COMPANY-FUNDED CONSTRUCTION PROJECT?

The Company goes through a yearly budgeting process where all proposed

construction projects are identified. The Company then extensively evaluates these

projects prior to ultimately selecting the capital Company-funded capital projects to

include in the capital plan.

WHO DETERMINES HOW MUCH MONEY WILL BE SPENT ON

COMPANY-FUNDED PROJECTS?

The budgeting process for capital projects requires that detailed estimates be

developed for each approved project. The project dollars are then reviewed and
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I
I
I

approved by management prior to inclusion in the capital plan.

III. DESCRIPTION OF COMPANY-FUNDED PLANT ADDITIONS
PROPOSED INCLUSIONS IN AND ADJUSTMENT T() RATE BASE.

FOR

Q. WOULD YOU PLEASE SUMMARIZE THE COMPANY-FUNDED PLANT

ADDITIONS FOR THE DISTRICTS THAT ARE THE SUBJECT OF THIS

APPLICATION?

A. The Company-funded plant additions for the Anthem water, Agua Fria water and

Anthem/Agua Fria wastewater districts are all revenue neutral projects that will be

completed by the end of calendar year 2002. These capital plant additions will be

utilized to serve existing customers within these three Arizona-American districts.

Capital projects that support new customer growth have not been included in the

Company's rate tiling. The majority of these revenue neutral plant additions are

for repair and replacement of existing plant facilities. Again, a more detailed

explanation of these system improvements is provided in Akine Dir. Exh. 1

attached hereto.

Q. WHAT AMOUNT OF COMPANY-FUNDED POST TEST YEAR

CONSTRUCTION DOES ARIZONA-AMERICAN PRDPOSE TO

INCLUDE IN RATE BASE.

I
I
I
I
I
I
I
I
I
I
I
I

A. The total adjustments to rate base are $559,100 for the Agua Fria water district,

$43,000 for the Anthem/Agua Fria wastewater district and $182,500 for the

Anthem water district, respectively, as shown on Alane Dir. Exh.1, as well as the

Company's Schedule B-2. These projects, which were constructed during 2002,

will be or have been completed and in service by no later than December 31 , 2002.
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Q.

A.

AND ALL THESE PLANT IMPROVEMENTS ARE REVENUE NEUTRAL?

Yes. As mentioned above, these improvements are being made to serve existing

customers, and not new customers that were added after the end of the test year. I
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Capital projects that support new customer growth have not been included in this

application. '

Q. WHY Is ARIZONA-AMERICAN PROPOSING A CUT-OFF DATE OF

DECEMBER 31, 2002 FOR POST TEST-YEAR PLANT ADDITIONS?

I
I
I
I
I
I
I
I
I

A. December 31, 2002, is a reasonable cut-off date based on the timing of the

application and the date on which these plant additions will become operable and

used to provide service to customers. The Commission's Utilities Division

("Staff') will have ample time to inspect the plant and to verify that the plant is

"used and useful," and to audit the Company's construction costs before Staff's

direct filing will be due.

In addition, this cut-off date was selected in order to comply with the

guidelines for post test-year plant additions established in Arizona-American's

prior rate case. In Decision No. 61831 (July 20, 1999), the Commission ordered

the Company to "limit its adjustments to add post-test year plant to include only

plant that is used and useful and in service within 90 days of the date that the rate

application is deemed sufficient" in future rate cases. Decision No. 61831 at 3-4.

The December 31, 2002, cut-off date is well within the deadline for post test-year

plant additions set by the Commission.

DOES THIS CONCLUDE YOUR TESTIMONY?Q.

A.

I
I
I Yes it does .

I
I
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AKINE DIR. EXH. 1

[ARIZONA-AMERICAN 2002 REVENUE NEUTRAL PROJECTS]

I
I
I

Agua Fria Water District 2002 Revenue Neutral Projects

A. Repair and replacement of existing facilities. These projects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $93,900.

I B. Replacement of worn tools and equipment used by Operations Staff Total cost
$9,000.

c.

I
Waddell Plant Assistance: This project was an upgrade to the existing Waddell
booster station. The Waddell booster station is located on Maricopa Water
District ("MWD") property arid includes a well that is jointly used by Arizona-
American and MWD. Certain modifications to an existing tank, valves and
piping equipment were required to allow the well to meet both the irrigation needs
of  MWD and to continue prov iding serv ice to exist ing Arizona-American
customers. Total cost - $35,400. I

D. Arizona Traditions/Clearwater Farms Emergency interconnect: This project
modif ied exist ing distribution system piping and control  systems to ful ly
interconnect two of our water systems. The interconnection provides Arizona -
American with a much stronger integrated system that is able to reliably meet
system peaking demands for existing customers in the southern portion of the
service area. Total cost - $71,600.

I E. Arizona Administrative Office. This prob act consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development serv ices and serv ice company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise
off ice that houses our engineering and development serv ices staff . Total
allocation to District - $130,200.

F. Security Improvements: This project consists of modifications to ground water
storage tanks that will make the tanks less accessible and less vulnerable to
deliberate attempts to contaminate water supplies in accordance with higher
company security standards adopted in response to the September ll, 2001
terrorist attack. Total Cost - $219,000.

I



Total for Agua Fria Water District - $559,100

Anthem Water District 2002 Revenue Neutral Projects

A. Repair and replacement of existing facilities. These projects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" prob eats completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $20,000.

B, Replacement of worn tools and equipment (i.e. laboratory, communication,
power) used by Operations Staff. Total cost - $17,200.

c. New vehicle(s) added to the current fleet for use by existing staff. Total cost
$28,200.

D. Arizona Administrative Office. This project consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development serv ices and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which camion be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise
off ice that houses our engineering and development serv ices staff . Total
allocation to District .- $28,100.

E. Storage and Distribution Improvements: kicreased security measures have been
implemented at these key locations in order to comply with higher company
security standards. Total allocation to District - $89,000.

Total for Anthem/Agua Fria Wastewater District - $43,000

Anthem/Agua Fria Wastewater District 2002 Revenue Neutral Projects

A. Repair and replacement of existing facilities. These prob ects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $16,500.

B. Replacement of wom tools and equipment used by Operations Staff Total cost
$7,000.

c. Arizona Administrative Office. This prob act consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development serv ices and serv ice company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise



office that houses our engineering and development services staff
allocation to District - $19,500.

Total

Total for Anthem Water District - $182.500
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1. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.Q.

A. My name is Blaine Akine. My business address is 12425 W. Bell Road, Surprise,

Arizona, 85374.

Q.

A.

BY WHOM ARE YOU EMPLOYED?

I am employed by Arizona-American Water Company ("Arizona-American" or

"Company").

Q. PLEASE DESCRIBE YOUR CURRENT POSITION WITH ARIZONA-

AMERICAN.

A. I serve as the Engineering Director for the State of Arizona. My current duties and

responsibilities include the oversight and management of all engineering design,

construction and developer activities for the Company's Arizona Operations.

Q. WHAT WAS YOUR WORK HISTORY BEFORE JOINING ARIZONA-

AMERICAN?

A. Prior to my employment with Arizona-American, I was employed by Citizens

Water Resources Division ("Citizens"). I have over 16 years of experience in the

engineering and utility business.

I Q.

A.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I received a Bachelor of Science degree in Civil Engineering from the University

of Hawaii in 1984, and a Masters of Business Administration degree from Arizona

State University in1992.

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

BODIES?
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A. Yes. I testified before the Arizona Corporation Commission ("Commission") on a

Citizens' request to expand its Certificate of Convenience and Necessity

("CC&N") for one of its systems located in Maricopa, Arizona.

|
FENNEMORE CRAIG

PROFESSIONAL CORPORATION
PHOENIX

1



I

Q. WHAT Is THE PURPOSE OF YOUR TESTIMONY IN THiS

PROCEEDING?

A. The purpose of my testimony is to provide a summary of certain plant additions

and other capital improvements that have or will be completed for the Tubac water

district during calendar year 2002. The Company proposes to include these post

test-year plant additions in its rate base for ratemaking purposes in this proceeding.

A description of the two types of plant additions (general maintenance and specific

projects), is provided in Akine Dir. Exh. 2, attached hereto.

provide a general description of "blanket" type plant additions or capital

improvements that were needed to upgrade or replace aging infrastructure, increase

security and/or improve general water or wastewater operations in the service

territory.

In that Exhibit, I

11. DESCRIPTION OF COMPANY-FUNDED
BUDGETING PROCESS

CONSTRUCTION AND

I Q. WHAT PROCEDURE DOES THE COMPANY UTILIZE To IDENTIFY A

COMPANY-FUNDED CONSTRUCTION PROJECT?

A.

I
The Company goes through a yearly budgeting process where all proposed

construction projects are identified. The Company then extensively evaluates these

projects prior to ultimately selecting the capital Company-funded capital projects to

include in the capital plan.

Q. WHO DETERMINES HOW MUCH MONEY WILL BE SPENT ON

COMPANY-FUNDED PROJECTS?
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A. The budgeting process for capital projects requires that detailed estimates be

developed for each approved project. The project dollars are then reviewed and

approved by management prior to inclusion in the capital plan.
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III. DESCRIPTION OF COMPANY-FUNDED PLANT ADDITIONS
PROPOSED INCLUSIONS IN AND ADJUSTMENT TO RATE BASE

FOR

Q- WOULD YOU PLEASE SUMMARIZE THE COMPANY-FUNDED PLANT

ADDITIONS FOR THE DISTRICT THAT Is THE SUBJECT OF THIS

APPLICATION?

I A. The Company-funded plant additions for the Tubac water district that are the

subject of this application are all revenue neutral projects that will be completed by

the end of calendar year 2002. These capital plant additions will be utilized to

serve existing customers within the Tubac water district. Capital projects that

support new customer growth have not been included in the Company's rate filing.

The Maj rarity of these revenue neutral plant additions are for repair and replacement

of existing plant facilities. Again, a more detailed explanation of these system

improvements is provided in Akine Dir. Exh. l attached hereto.I
I

Q. WHAT AMOUNT OF COMPANY-FUNDED POST TEST YEAR

CONSTRUCTION DOES ARIZONA-AMERICAN PROPOSE TO

INCLUDE IN RATE BASE?

A. The total company funded adjustment to rate base is $44,500 dollars, as shown on

Akine Dir. Exp. 1, as well as the Company's Schedule B-2. These projects, which

were constructed during 2002, will be or have been completed and in service by no

later than December 31, 2002.

I Q.

A.

AND ALL THESE PLANT IMPROVEMENTS ARE REVENUE NEUTRAL?
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Yes. As mentioned above, these improvements are being made to serve existing

customers, and not new customers that were added after the end of the test year.

Capital projects that support new customer growth havenot been included in this

application.
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Q. WHY Is ARIZONA-AMERICAN PROPOSING A CUT-OFF DATE OF

DECEMBER 31, 2002 FOR POST TEST-YEAR PLANT ADDITIONS?

I A. December 31, 2002, is a reasonable cut-off date based on the timing of the

application and the date on which these plant additions will become operable and

used to provide service to customers. The Commission's Utilities Division

("Staff') will have ample time to inspect the plant and to verify that the plant is

"used and useful," and to audit the Company's construction costs before Staff' s

direct filing will be due.

In addition, this cut-off date was selected in order to comply with the

guidelines for post test-year plant additions established in Arizona-American's

prior rate case. In Decision No. 61831 (July 20, 1999), the Commission ordered

the Company to "limit its adjustments to add post-test year plant to include only

plant that is used and useful and in service within 90 days of the date that the rate

application is deemed sufficient" in future rate cases. Decision No. 61831 at 3-4.

The December 31, 2002, cut-off date is well within the deadline for post test~year

plant additions set by the Commission.

DOES THIS CONCLUDE YOUR TESTIMONY?Q.

A. Yes it does.

l
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AKINE DIR. EXH. 1

[ARIZONA-AMERICAN 2002 REVENUE NEUTRAL PROJECTS]

TUBAC WATER DISTRICT

A. Repair and replacement of existing facilities. These projects include such tasks as
line replacement projects, and general plant repair and replacement. These are all
"blanket" projects completed by the Operations Department as necessitated by the
failure of equipment and other items of plant during the course of the year. Total
cost - $39,500.

B. Arizona Administrative Office. This project consists of a tenant improvement and
furnishing of a leased space to house management, water quality, engineering,
development services and service company personnel. The project was
necessitated by overcrowding in the Sun City office (which cannot be expanded
due to zoning restrictions) and by the expiration of the lease for the Surprise
office that houses our engineering and development services staffs Total
allocation to District -- $5,000.

Total for Tubac Water District - $44,500

135635122

'l
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1. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.Q.

A. My name is B. Kent Turner. My business address is 303 H Street, Chula Vista, CA

91910.

Q. BRIEFLY DESCRIBE YOUR POSITIONS WITH THE AMERICAN

WATER SYSTEM.

I
I
I
I
I
I
|
I

A. I am Vice President-Finance and Chief Financial Officer of the Western Region of

American Water Works Service Company ("Service Company"). I am also Vice

President and Treasurer of  Ar i zona-Amer i can Water Company ("Arizona-

American" or "Company"). I have been with the American Water System for three

years. Prior to assuming my present positions, I was Comptroller of the Western

Region. The Western Region consists of water and wastewater utilities located in

California, Arizona, Hawaii, New Mexico, and Texas, including Arizona-

American.

I
I

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.Q.

A.

I
I

I graduated from Lincoln University of Missouri, Jefferson City, Missouri in 1975

with a Bachelor of Science Degree in Accounting. In addition, I hold a Master of

Science Degree in Taxation from Fontbonne College in St. Louis, Missouri. I

became a Certified Public Accountant in 1981 and am licensed to practice in the

State of Missouri.

Q. WHAT WAS YOUR WORK HISTORY BEFORE JOINING THE

AMERICAN WATER SYSTEM?
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A. Prior to my employment with the American Water System I held numerous

positions with the Continental Water Company (CWC) group, which was acquired

by American Water Works Company in 1999. These positions included Senior

Vice President of Business Affairs of St. Louis County Water Company (SLCWC),
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I
I
I

the largest CWC holding, Vice President of Rates and Regulations of SLCWC,

Manager of Corporate Accounting of SLCWC, Controller of Missouri Water

Company, and Accounting Manager of CWC, to name the most significant. In

total, I have 27 years of experience in the utility industry, including three years

with the Missouri Public Service Commission, holding the position of Accounting

Manager of the St. Louis Office at the time I left the Missouri Commission's

employ.

Q. WHAT ARE YOUR PRIMARY RESPONSIBILITIES IN YOUR PRESENT

POSITIONS?

I
I
I
I

A. I am responsible for the direction and oversight of all regulatory, finance,

accounting, and information systems activities within the Western Region as well

as many other administrative functions.

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

A.

AGENCIES?

Yes. I have testified before the Missouri Public Service Commission on numerous

occasions in connection with general rate case proceedings and administrative

procedural matters, and I have appeared before a number of other regulatory and

municipal government agencies. Earlier this year, I testified before the Arizona

Corporation Commission ("the Commission") on a pending matter for Arizona-

American.

I
I
I
I
I Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THESE

PROCEEDINGS?
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A. The purpose of my testimony is to provide an overview of the American Water

System and its relationship to Arizona-American. I will also discuss the services

provided by Arizona-American affiliates, including the Service Company, and the

benefits that will be derived by Arizona-American and its customers from the
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I

efficiencies gained through consolidation of such services.

II. B A C K G R O U N D  O N  A R I Z O N A - A M E R I C A N  A N D  A M E R I C A N  W A T E R
W O R K S  C O M P A N Y

Q,

A.

P L E A S E  P R OV ID E  A  B R IE F  S U M M A R Y  OF  A R IZ ON A - A M E R IC A N .

|
I
I
I
I
I
I
I
I
I

Arizona-American is an Arizona corporation that was incorporated in 1949. For

many years, Arizona-American has provided water utility service in portions of the

Town of Paradise Valley, the City of Scottsdale and certain unincorporated

portions of Maricopa County. At that time, Arizona-American was known as

Paradise Valley Water Company. The Company's name was changed to Arizona-

American Water Company in January 2000.

Arizona-American's common stock was purchased by American Water

Works Company ("AWW") in the late 1960s. Since that time, Arizona-American

has been a wholly-owned subsidiary of AWW and, as I indicated above, has been

part of the AWW Western Region. In January 2002, Arizona-American completed

the acquisition of the water and wastewater utility systems and assets of Citizens

Communications Company in Arizona.

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF AWW AND ITS BUSINESS

ACTIVITIES.

I
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A . AWW is a Delaware corporation, whose headquarters is located in Voorhees, New

Jersey. AWW, through its regulated and unregulated subsidiaries, has a business

presence in 28 states and three Canadian provinces. AWW has operating uti l ity

subsidiaries that provide water and/or wastewater services to more than 12 million

people in 23 states, including Arizona-American. In addition, AWWhas a number

of subsidiaries that are engaged in non-regulated business activities, including

American Water Services, whose business focuses on providing contract operating

and management services to municipal, industrial and military clients, American
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Water Resources, which offers water and wastewater-related products and services,

the Service Company, which provides various professional services (e.g.,

accounting, administration, engineering, human resources, risk management and

water quality services) at cost, to AWW subsidiaries, and American Water Capital

Corp., which provides debt capital and treasury management services, at cost, to

AWW and its utility subsidiaries.

111. SUMMARY OF SERVICES AND BENEFITS PROVIDED To ARIZONA-
AMERICAN BY AMERICAN WATER WORKS SERVICE COMPANY

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF THE BENEFITS DERIVED

BY ARIZONA-AMERICAN AND ITS CUSTOMERS FROM THE

AMERICAN WATER SYSTEM?I
A.

I
I
I
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There are numerous benefits from being part of a major corporation in the United

States today -- financial strength, purchasing power, and strategic direction to name

a few. Specifically, however, there are distinct advantages to being part of the

American Water System for a water and wastewater operation. As a result of the

many years and number of locations the American Water System has been in the

water wastewater business, a depth of knowledge as well as strong water resource

management is available 24 hours a day, seven days a week. It is inconceivable

that there is any situation in the water or wastewater business has not been seen,

understood and dealt with by members of the American Water System. From day-

to-day routine operation to complex treatment facility design and construction,

AWW, through its network of companies, has the talent and resources to deliver

the best possible product. It is through the sharing of these resources that AWW

can achieve excellence, at a lower cost, in all segments of its operations. It has

been a longtime practice of AWW to centralize and share this talent and expertise

among all of its operations to very economically provide the best possible
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resources to every operation within the system. Today the services range from

highly technical project design teams, to extremely cost-effective capital

procurement, to efficient centralized corporate accounting, to name a few.

Q. WHAT Is THE "SHARED SERVICES CENTER" AND WHAT BENEFITS

DOES IT PROVIDE TO ARIZONA-AMERICAN?

A.

I

Over the past 18 months AWW has been expanding the services it provides to all

of its operations through an initiative referred to as "Shared Services". The

"Shared Services" projects are nothing more than expansion of the philosophy held

by AWW for many years to provide the highest level of services while achieving

ultimate economies of scale that are available to large organizations, and the

Shared Services Center is one result of these activities. The Shared Services

Center is the operations center resulting from the recent consolidation of all

accounting, treasury, and many financial analysis functions. This consolidation

allows for a consistent accounting platform across the American Water System,

more efficient accounting processes, expanded analytical capabilities, and more

effective financial reporting. All this is accomplished with fewer human resources

and increased technical capabilities, providing an overall better product at less cost

to the ratepayer and the shareholder. It was designed from inception to capture

fully the economies of scale by providing a single service to multiple operations.

This project is still in its infancy and all AWW operations are currently in

transition. However, based upon performance to date, it appears the goals and

purpose are being accomplished effectively and costs will be reduced going

forward.

Q. WHAT is THE "CUSTOMER CALL CENTER" AND WHAT BENEFITS

DOES IT PROVIDE To ARIZONA-AMERICAN?
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26 A. Running in parallel with the Shared Services Center project, another consolidated
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services initiative was also conceived and implemented. This project involves the

consolidation of all customer billing, collection and reporting, and call handling

across the United States. Just two years ago, the American Water System utilized

multiple billing systems as well as multiple call centers across the country to

handle these functions. Many operations handled these functions with different

software programs and on different platforms. As a result, there was not a great

deal of commonality or consistency between the various customer services centers

across the United States. As is easily seen, the duplication and differences of

systems and human resources all performing essentially the same functions is not

particularly efficient, and lead to the evaluation of consolidation for more efficient

operations and cost benefits. As a result of this evaluation, a national Customer

Call Center was established in Alton, Il l inois in 2002 for the purpose of

centralizing the call handling function. At about the same time, efforts began to

migrate the various customer billing systems to a common platform, ORCOM, at a

single location in Hershey, Pennsylvania to provide greater efficiency and

consistency within the billing process.

The transition to consolidated customer service and billing is a significant

undertaking and is still ongoing at the present time. Arizona-American, during the

first half of 2002, was cut over to this shared operation and has been undergoing

the nonna conversion and transition issues that can be expected during such a

significant undertaking, We have made and will continue to make every effort to

minimize the effects and inconvenience to customers in our efforts to achieve the

goal of more efficient and effective customer service and billing.
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Q- PLEASE DESCRIBE THE OTHER BENEFITS THE SERVICE COMPANY

PROVIDES TO ARIZONA-AMERICAN CUSTOMERS IN THE AREAS OF

WATER QUALITY TESTING, COMPREHENSIVE PLANNING AND
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RESEARCH AND DEVELOPMENT?

A. The Service Company does and will continue to provide all of the traditional

services provided in the past to Arizona-American. The Shared Services Center

and the Customer Service Center are only the two most recent consolidated

services added. The Service Company continues to provide the highest level of

financial, water quality, and capital deployment planning and project management

as it has in the past in the most cost effective manner. In addition, AWW remains

committed to being the leader in research and development in water, wastewater,

and water resource management, all of which is available to Arizona-American, as

it is to all American System companies. All services provided add important value

to Arizona American while achieving consolidated economies of scale making

them extremely cost-effective. Specitically, the Arizona systems recently acquired

from Citizens Communications Company have already begun undergoing AWW's

comprehensive planning process, providing an effective roadmap for capital

deployment into the future. AWW has found this an extremely effective

management program, which allows regulators, customers, and shareholders a

comprehensive view into the future of the potential capital outlays. In addition, the

highest level of water quality testing, treasury functions, engineering functions, and

financial functions are all provided to Arizona-American at a shared reduced cost,

less than if the same service had to be procured independently.

DOES THAT CONCLUDE Y()UR DIRECT TESTIMONY?Q-

A. Yes it does .
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I
I
I
I I. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.Q.

A. My name is B. Kent Tuner. My business address is 303 H Street, Chula Vista, CA

91910.

Q. BRIEFLY DESCRIBE YOUR POSITIONS WITH THE AMERICAN

WATER SYSTEM.

A.

I

I

I am Vice President-Finance and Chief Financial Officer of the Western Region of

American Water Works Service Company ("Service Company"). I am also Vice

President and Treasurer of Arizona-American Water Company ("Arizona-

American" or "Company"). I have been with the American Water System for three

years. Prior to assuming my present positions, I was Comptroller of the Western

Region. The Western Region consists of water and wastewater utilities located in

California, Arizona, Hawaii, New Mexico, and Texas, including Arizona-

American.

Q.

A.

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I
I

I graduated from Lincoln University of Missouri, Jefferson City, Missouri in 1975

with a Bachelor of Science Degree in Accounting. In addition, I hold a Master of

Science Degree in Taxation from Fontbonne College in St. Louis, Missouri.

became a Certified Public Accountant in 1981 and am licensed to practice in the

State of Missouri.

I

Q. WHAT WAS YOUR WORK HISTORY BEFORE JOINING THE

AMERICAN WATER SYSTEM?
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A. Prior to my employment with the American Water System I held numerous

positions with the Continental Water Company (CWC) group, which was acquired

by American Water Works Company in 1999. These positions included Senior
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I

I

Vice President of Business Affairs of St. Louis County Water Company (SLCWC),

the largest CWC holding, Vice President of Rates and Regulations of SLCWC;

Manager of Corporate Accounting of SLCWC, Controller of Missouri Water

Company, and Accounting Manager of CWC, to name the most significant. In

total, I have 27 years of experience in the utility industry, including three years

with the Missouri Public Service Commission, holding the position of Accounting

Manager of the St. Louis Office at the time I left the Missouri Commission's

employ.

Q. WHAT ARE YOUR PRIMARY RESPONSIBILITIES IN YOUR PRESENT

POSITIONS?

A. I am responsible for the direction and oversight of all regulatory, finance,

accounting, and information systems activities within the Western Region as well

as many other administrative functions .

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

A.

AGENCIES?

Yes. I have testified before the Missouri Public Service Commission on numerous

occasions in connection with general rate case proceedings and administrative

procedural matters, and I have appeared before a number of other regulatory and

municipal government agencies. Earlier this year, I testified before the Arizona

Corporation Commission ("the Commission") on a pending matter for Arizona-

American.

Q. WHAT is THE PURPOSE OF YOUR TESTIMONY IN THESE

PROCEEDINGS?
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A. The purpose of my testimony is to provide an overview of the American Water

System and its relationship to Arizona-American. I will also discuss the services

provided by Arizona-American affiliates, including the Service Company, and the
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benefits that will be derived by Arizona-American and its customers from the

efficiencies gained through consolidation of such services.

II. BACKGROUND ON ARIZONA-AMERICAN AND AMERICAN WATER
WORKS COMPANY

Q.

A.

PLEASE PROVIDE A BRIEF SUMMARY OF ARIZONA-AMERICAN.

Arizona-American is an Arizona corporation that was incorporated in 1949. For

many years, Arizona-American has provided water utility service in portions of the

Town of Paradise Valley, the City of Scottsdale and certain unincorporated

portions of Maricopa County. At that time, Arizona-American was known as

Paradise Valley Water Company. The Company's name was changed to Arizona-

American Water Company in January 2000.

Arizona-American's common stock was purchased by American Water

Works Company ("AWW") in the late 1960s. Since that time, Arizona-American

has been a wholly-owned subsidiary of AWW and, as I indicated above, has been

part of the AWW Western Region. In January 2002, Arizona-American completed

the acquisition of the water and wastewater utility systems and assets of Citizens

Communications Company in Arizona.

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF Aww AND ITS BUSINESS

ACTIVITIES.
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A. AWW is a Delaware corporation, whose headquarters is located in Voorhees, New

Jersey. AWW, through its regulated and unregulated subsidiaries, has a business

presence in 28 states and three Canadian provinces. AWW has operating utility

subsidiaries that provide water and/or wastewater services to more than 12 million

people in 23 states, including Arizona-American. In addition, AWW has a number

of subsidiaries that are engaged in non-regulated business activities, including

American Water Services, whose business focuses on providing contract operating
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I

and management services to municipal, industrial and military clients, American

Water Resources, which offers water and wastewater-related products and services ,

the Service Company, which provides various professional services (e.g.,

accounting, administration, engineering, human resources, risk management and

water quality services) at cost, to AWW subsidiaries, and American Water Capital

Corp., which provides debt capital and treasury management services, at cost, to

AWW and its utility subsidiaries.

III. SUMMARY OF SERVICES AND BENEFITS PROVIDED TO ARIZONA-
AMERICAN BY AMERICAN WATER WORKS SERVICE COMPANY

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF THE BENEFITS DERIVED

BY ARIZONA-AMERICAN AND ITS CUSTOMERS FROM THE

AMERICAN WATER SYSTEM?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A. There are numerous benefits from being part of a major corporation in the United

States today -- financial strength, purchasing power, and strategic direction to name

a few. Specifically, however, there are distinct advantages to being part of the

American Water System for a water and wastewater operation. As a result of the

many years and number of locations the American Water System has been in the

water wastewater business, a depth of knowledge as well as strong water resource

management is available 24 hours a day, seven days a week. It is inconceivable

that there is any situation in the water or wastewater business has not been seen,

understood and dealt with by members of the American Water System. From day-

to-day routine operation to complex treatment facility design and construction,

AWW, through its network of companies, has the talent and resources to deliver

the best possible product. It is through the sharing of these resources that AWW
can achieve excellence, at a lower cost, in all segments of its operations. It has

been a longtime practice of AWW to centralize and share this talent and expertise
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among all of its operations to very economically provide the best possible

resources to every operation within the system, Today the services range from

highly technical project design teams, to extremely cost-effective capital

procurement, to efficient centralized corporate accounting, to name a few.

Q. WHAT Is THE "SHARED SERVICES CENTER" AND WHAT BENEFITS

DOES IT PROVIDE TO ARIZONA-AMERICAN?

A.
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Q.

Over the past 18 months AWW has been expanding the services i t provides toall

of its operations through an initiative referred to as "Shared Services". The

"Shared Services" prob ects are nothing more than expansion of the philosophy held

by AWW for many years to provide the highest level of services while achieving

ultimate economies of scale that are available to large organizations, and the

Shared Services Center is one result of these activities. The Shared Services

Center is the operations center resulting from the recent consolidation of all

accounting, treasury, and many financial analysis functions. This consolidation

allows for a consistent accounting platform across the American Water System,

more efficient accounting processes, expanded analytical capabilities, and more

effective financial reporting. All this is accomplished with fewer human resources

and increased technical capabilities, providing an overall better product at less cost

to the ratepayer and the shareholder. It was designed from inception to capture

fully the economies of scale by providing a single service to multiple operations.

This project is still in its infancy and all AWW operations are currently in

transition. However, based upon performance to date, it appears the goals and

purpose are being accomplished effectively and costs will be reduced going

forward.

WHAT IS THE "CUSTOMER CALL CENTER" AND WHAT BENEFITS

DOES IT PROVIDE To ARIZONA-AMERICAN?
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A. Running in parallel with the Shared Services Center project, another consolidated

services initiative was also conceived and implemented. This project involves the

consolidation of all customer billing, collection and reporting, and call handling

across the United States. Just two years ago, the American Water System utilized

multiple billing systems as well as multiple call centers across the country to

handle these functions. Many operations handled these functions with different

software programs and on different platfonns. As a result, there was not a great

deal of commonality or consistency between the various customer services centers

across the United States. As is easily seen, the duplication and differences of

systems and human resources all performing essentially the same functions is not

particularly efficient, and lead to the evaluation of consolidation for more efficient

operations and cost benefits. As a result of this evaluation, a national Customer

Call Center was established in Alton, Il l inois in 2002 for the purpose of

centralizing the call handling function. At about the same time, efforts began to

migrate the various customer billing systems to a common platform, ORCOM, at a

single location in Hershey, Pennsylvania to provide greater efficiency and

consistency within the billing process .

The transition to consolidated customer service and billing is a significant

undertaking and is still ongoing at the present time. Arizona-American, during the

first half of 2002, was cut over to this shared operation and has been undergoing

the normal conversion and transition issues that can be expected during such a

significant undertaking. We have made and will continue to make every effort to

minimize the effects and inconvenience to customers in our efforts to achieve the

goal of more efficient and effective customer service and billing.
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Q. PLEASE DESCRIBE THE OTHER BENEFITS THE SERVICE COMPANY

PROVIDES TO ARIZONA-AMERICAN CUSTOMERS IN THE AREAS OF
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WATER QUALITY TESTING, COMPREHENSIVE PLANNING AND

RESEARCH AND DEVELOPMENT?

A. The Service Company does and will continue to provide all of the traditional

services provided in the past to Arizona-American. The Shared Services Center

and the Customer Service Center are only the two most recent consolidated

services added. The Service Company continues to provide the highest level of

financial, water quality, and capital deployment planning and project management

as i t has in the past in the most cost effective manner. In addition, AWW remains

committed to being the leader in research and development in water, wastewater,

and water resource management, all of which is available to Arizona-American, as

it is to all American System companies. All services provided add important value

to Arizona American while achieving consolidated economies of scale making

them extremely cost-effective. Specifically, the Arizona systems recently acquired

from Citizens Communications Company have already begun undergoing AWW's

comprehensive planning process, providing an effective roadmap for capital

deployment into the future. AWW has found this an extremely effective

management program, which allows regulators, customers, and shareholders a

comprehensive view into the future of the potential capital outlays. In addition, the

highest level of water quality testing, treasury functions, engineering functions, and

financial functions are all provided to Arizona-American at a shared reduced cost,

less than if the same service had to be procured independently.

Q.

A.

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?

Yes it does.
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1. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.Q.

A. My name is B. Kent Tuner. My business address is 303 H Street, Chufa Vista, CA

91910.

|
I
I
I
I

Q. BRIEFLY DESCRIBE YOUR POSITIONS WITH THE AMERICAN

WATER SYSTEM.

A.

I
I

I am Vice President-Finance and Chief Financial Officer of the Western Region of

American Water Works Service Company ("Service Company"). I am also Vice

President and Treasurer of Arizona-American Water Company ("Arizona-

American" or "Company"). I have been with the American Water System for three

years. Prior to assuming my present positions, I was Comptroller of the Western

Region. The Western Region consists of water and wastewater utilities located in

California, Arizona, Hawaii, New Mexico, and Texas, including Arizona-

American.

Q.

A.

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I graduated from Lincoln University of Missouri, Jefferson City, Missouri in 1975

with a Bachelor of Science Degree in Accounting. In addition, I hold a Master of

Science Degree in Taxation from Fontbonne College in St. Louis, Missouri. I

became a Certified Public Accountant in 1981 and am licensed to practice in the

State of Missouri.

Q. WHAT WAS YOUR WORK HISTORY BEFORE JOINING THE

AMERICAN WATER SYSTEM?
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A. Prior to my employment with the American Water System I held numerous

positions with the Continental Water Company (CWC) group, which was acquired

by American Water Works Company in 1999. These positions included Senior
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I
I
I Vice President of Business Affairs of St. Louis County Water Company (SLCWC),

the largest CWC holding, Vice President of Rates and Regulations of SLCWC,

Manager of Corporate Accounting of SLCWC, Controller of Missouri Water

Company, and Accounting Manager of CWC, to name the most significant. In

total, have 27 years of experience in the utility industry, including three years

with the Missouri Public Service Commission, holding the position of Accounting

Manager of the St. Louis Office at the time I left the Missouri Colnmission's

employ.

I

I
I
I Q. WHAT ARE YOUR PRIMARY RESPONSIBILITIES IN YOUR PRESENT

POSITIONS?

A.

I
I am responsible for the direction and oversight of all regulatory, finance,

accounting, and information systems activities within the Western Region as well

as many other administrative functions .

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

I
I

A.

AGENCIES?

Yes. I have testified before the Missouri Public Service Commission on numerous

occasions in connection with general rate case proceedings and administrative

procedural matters, and I have appeared before a number of other regulatory and

municipal government agencies. Earlier this year, I testified before the Arizona

Corporation Commission ("the Commission") on a pending matter for Arizona-

American.

Q. WHAT is THE PURPOSE OF YOUR TESTIMONY IN THESE

PROCEEDINGS?
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A. The purpose of my testimony is to provide an overview of the American Water

System and its relationship to Arizona-American. I will also discuss the services

provided by Arizona-American affiliates, including the Service Company, and the
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benefits that will be derived by Arizona-American and its customers from the

efficiencies gained through consolidation of such services.

11. BACKGROUND ON ARIZONA-AMERICAN AND AMERICAN WATER
WORKS COMPANY

Q.

A.

PLEASE PROVIDE A BRIEF SUMMARY OF ARIZONA-AMERICAN.

I
I
I

Arizona-American is an Arizona corporation that was incorporated in 1949. For

many years, Arizona-American has provided water utility service in portions of the

Town of Paradise Valley, the City of Scottsdale and certain unincorporated

portions of Maricopa County. At that time, Arizona-American was known as

Paradise Valley Water Company. The Company's name was changed to Arizona-

American Water Company in January 2000.

Arizona-Ame1ican's common stock was purchased by American Water

Works Company ("AWW") in the late 1960s. Since that time, Arizona-American

has been a wholly-owned subsidiary of AWW and, as I indicated above, has been

part of the AWW Western Region. In January 2002, Arizona-American completed

the acquisition of the water and wastewater utility systems and assets of Citizens

Communications Company in Arizona.

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF Aww AND ITS BUSINESS

ACTIVITIES.
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A. AWW is a Delaware corporation, whose headquarters is located in Voorhees, New

Jersey. AWW, through its regulated and unregulated subsidiaries, has a business

presence in 28 states and three Canadian provinces. AWW has operating utility

subsidiaries that provide water and/or wastewater services to more than 12 million

people in 23 states, including Arizona-American. In addition, AWW has a number

of subsidiaries that are engaged in non-regulated business activities, including

American Water Services, whose business focuses on providing contract operating
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I
I

and management services to municipal, industrial and military clients, American

Water Resources, which offers water and wastewater-related products and services,

the Service Company, which provides various professional services (e.g.,

accounting, administration, engineering, human resources, risk management and

water quality services) at cost, to AWW subsidiaries, and American Water Capital

Corp., which provides debt capital and treasury management services, at cost, to

AWW and its utility subsidiaries.

111. SUMMARY OF SERVICES AND BENEFITS PROVIDED To ARIZONA-
AMERICAN BY AMERICAN WATER WORKS SERVICE COMPANY

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF THE BENEFITS DERIVED

BY ARIZONA-AMERICAN AND ITS CUSTOMERS FROM THE

AMERICAN WATER SYSTEM?

A.

I

I

I
I
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There are numerous benefits from being part of a major corporation in the United

States today -- financial strength, purchasing power, and strategic direction to name

a few. Specifically, however, there are distinct advantages to being part of the

American Water System for a water and wastewater operation. As a result of the

many years and number of locations the American Water System has been in the

water wastewater business, a depth of knowledge as well as strong water resource

management is available 24 hours a day, seven days a week. It is inconceivable

that there is any situation in the water or wastewater business has not been seen,

understood and dealt with by members of the American Water System. From day-

to-day routine operation to complex treatment facility design and construction,

AWW, through its network of companies, has the talent and resources to deliver

the best possible product. I t is through the sharing of these resources that AWW
can achieve excellence, at a lower cost, in all segments of its operations. It has

been a longtime practice of AWW to centralize and share this talent and expertise
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I
among all of its operations to very economically provide the best possible

resources to every operation within the system. Today the services range from

highly technical project design teams, to extremely cost-effective capital

procurement, to efficient centralized corporate accounting, to name a few.

Q. WHAT Is THE "SHARED SERVICES CENTER" AND WHAT BENEFITS

DOES IT PROVIDE TO ARIZONA-AMERICAN?

A.

I

I

Over the past 18 months AWW has been expanding the services it provides to all

of its operations through an initiative referred to as "Shared Services". The

"Shared Services" projects are nothing more than expansion of the philosophy held

by AWW for many years to provide the highest level of services while achieving

ultimate economies of scale that are available to large organizations, and the

Shared Services Center is one result of these activities. The Shared Services

Center is the operations center resulting from the recent consolidation of all

accounting, treasury, and many financial analysis functions. This consolidation

allows for a consistent accounting platform across the American Water System,

more efficient accounting processes, expanded analytical capabilities, and more

effective financial reporting. All this is accomplished with fewer human resources

and increased technical capabilities, providing an overall better product at less cost

to the ratepayer and the shareholder. It was designed from inception to capture

fully the economies of scale by providing a single service to multiple operations.

This project is still in its infancy and all AWW operations are currently in

transition. However, based upon performance to date, it appears the goals and

purpose are being accomplished effectively and costs will be reduced going

forward.

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q. WHAT Is THE "CUSTOMER CALL CENTER" AND WHAT BENEFITS

DOES IT PROVIDE TO ARIZONA-AMERICAN?

FENNEMORE CRAIG
PRQFESSIONAL CORPORATION

P14oEnlx

6



A. Running in parallel with the Shared Services Center project, another consolidated

services initiative was also conceived and implemented. This project involves the

consolidation of all customer billing, collection and reporting, and call handling

across the United States. Just two years ago, the American Water System utilized

multiple billing systems as well as multiple call centers across the country to

handle these functions. Many operations handled these functions with different

software programs and on different platforms. As a result, there was not a great

deal of commonality or consistency between the various customer services centers

across the United States. As is easily seen, the duplication and differences of

systems and human resources all performing essentially the same functions is not

particularly efficient, and lead to the evaluation of consolidation for more efficient

operations and cost benefits. As a result of this evaluation, a national Customer

Call Center was established in Alton, Il l inois in 2002 for the purpose of

centralizing the call handling function. At about the same time, efforts began to

migrate the various customer billing systems to a common platform, ORCOM, at a

single location in Hershey, Pennsylvania to provide greater efficiency and

consistency within the billing process.

The transition to consolidated customer service and billing is a significant

undertaking and is still ongoing at the present time. Arizona-American, during the

first half of 2002, was cut over to this shared operation and has been undergoing

the nonna conversion and transition issues that can be expected during such a

significant undertaking. We have made and will continue to make every effort to

minimize the effects and inconvenience to customers in our efforts to achieve the

goal of more efficient and effective customer service and billing.
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Q. P L E A S E  DE S CRIB E  THE  OTHE R B E NE FITS  THE  S E RV ICE  COMP A NY

P R OV ID E S  T O A R IZ ON A - A M E R IC A N  C U S T OM E R S  IN  T H E  A R E A S  OF
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WATER QUALITY TESTING, COMPREHENSIVE PLANNING AND

RESEARCH AND DEVELOPMENT?

A. The Service Company does and will continue to provide all of the traditional

services provided in the past to Arizona-American. The Shared Services Center

and the Customer Service Center are only the two most recent consolidated

services added. The Service Company continues to provide the highest level of

financial, water quality, and capital deployment planning and project management

as it has in the past in the most cost effective manner. In addition, AWW remains

committed to being the leader in research and development in water, wastewater,

and water resource management, all of which is available to Arizona-American, as

it is to all American System companies. All services provided add important value

to Arizona American while achieving consolidated economies of scale making

them extremely cost-effective. Specifically, the Arizona systems recently acquired

from Citizens Communications Company have already begun undergoing AWW's

comprehensive planning process, providing an effective roadmap for capital

deployment into the future. AWW has found this an extremely effective

management program, which allows regulators, customers, and shareholders a

comprehensive view into the future of the potential capital outlays. In addition, the

highest level of water quality testing, treasury functions, engineering functions, and

financial functions are all provided to Arizona-American at a shared reduced cost,

less than if the same service had to be procured independently.

Q.

A.

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?

Yes it does.
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I
I.

Q.

A.

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is B. Kent Turner. My business address is 303 H Street, Chula Vista, CA

91910.

Q. BRIEFLY DESCRIBE YOUR POSITIONS WITH THE AMERICAN

W ATER SYSTEM.

A. I am Vice President-Finance and Chief Financial Officer of the Western Region of

American Water Works Service Company ("Service Company"). I am also Vice

President and Treasurer of  Arizona-American Water Company ("Arizona-

American" or "Company"). I have been with the American Water System for three

years. Prior to assuming my present positions, I was Comptroller of the Western

Region. The Western Region consists of water and wastewater utilities located in

California, Arizona, Hawaii,  New Mexico, and Texas, including Arizona-

American.

Q.

A.

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I graduated from Lincoln University of Missouri, Jefferson City, Missouri in 1975

with a Bachelor of Science Degree in Accounting. In addition, I hold a Master of

Science Degree in Taxation from Fontbonne College in St. Louis, Missouri. I

became a Certified Public Accountant in 1981 and am licensed to practice in the

State of Missouri.

Q. WHAT WAS YOUR WORK HISTORY BEFORE JOINING THE

AMERICAN WATER SYSTEM?

I
I
I
I
I
I
I
I
I
I
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A. Prior to my employment with the American Water System I held numerous

positions with the Continental Water Company (CWC) group, which was acquired

by American Water Works Company in 1999. These positions included Senior

Vice President of Business Affairs of St. Louis County Water Company (SLCWC),
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the largest CWC holding, Vice President of Rates and Regulations of SLCWC,

Manager of Corporate Accounting of SLCWC, Controller of Missouri Water

Company, and Accounting Manager of CWC, to name the most significant. In

total, I have 27 years of experience in the utility industry, including three years

with the Missouri Public Service Commission, holding the position of Accounting

Manager of the St. Louis Office at the time I left the Missouri Commission's

employ.

Q. WHAT ARE YOUR PRIMARY RESPONSIBILITIES IN YOUR PRESENT

POSITIONS?

I
I
I
I
I
I
I
I
I
I

A. I am responsible for the direction and oversight of all regulatory, finance,

accounting, and information systems activities within the Western Region as well

as many other administrative functions.

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

A.

AGENCIES?

Yes. I have testified before the Missouri Public Service Commission on numerous

occasions in connection with general rate case proceedings and administrative

procedural matters, and I have appeared before a number ofother regulatory and

municipal government agencies. Earlier this year, I testified before the Arizona

Corporation Commission ("the Commission") on a pending matter for Arizona-

American.

Q. W HAT Is THE PURPOSE OF YOUR TESTIMONY IN THESE

PROCEEDINGS?
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A. The purpose of my testimony is to provide an overview of the American Water

System and its relationship to Arizona-American. I will also discuss the services

provided by Arizona-American affiliates, including the Service Company, and the

benefits that will be derived by Arizona-American and its customers from the
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efficiencies gained through consolidation of such services .

11. BACKGROUND ON ARIZONA-AMERICAN AND AMERICAN WATER
WORKS COMPANY

Q.

A.

PLEASE PROVIDE A BRIEF SUMMARY OF ARIZONA-AMERICAN.

I
I
I

Arizona-American is an Arizona corporation that was incorporated in 1949. For

many years, Arizona-American has provided water utility service in portions of the

Town of Paradise Valley, the City of Scottsdale and certain unincorporated

portions of Maricopa County. At that time, Arizona-American was known as

Paradise Valley Water Company. The Company's name was changed to Arizona-

American Water Company in January 2000.

Arizona-American's common stock was purchased by American Water

Works Company ("AWW") in the late 1960s. Since that time, Arizona-American

has been a wholly-owned subsidiary of AWW and, as I indicated above, has been

part of the AWW Western Region. In January 2002, Arizona-American completed

the acquisition of the water and wastewater utility systems and assets of Citizens

Communications Company in Arizona.

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF Aww AND ITS BUSINESS

ACTIVITIES.
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A. AWW i s a Delaware corporation, whose headquarters i s located in Voorhees, New

Jersey. AWW, through its regulated and unregulated subsidiaries, has a business

presence in 28 states and three Canadian provinces. AWW has operating utility

subsidiaries that provide water and/or wastewater services to more than 12 million

people in 23 states, including Arizona-American. In addition, AWWhas a number

of subsidiaries that are engaged in non-regulated business activities, including

American Water Services, whose business focuses on providing contract operating

and management services to. municipal, industrial and military clients, American
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Water Resources, which offers water and wastewater-related products and services,

the Service Company, which provides Various professional (e.g.,

accounting, administration, engineering, human resources, risk management and

water quality services) at cost, to AWW subsidiaries, and American Water Capital

Corp., which provides debt capital and treasury management services, at cost, to

AWW and its utility subsidiaries.

services

III. SUMMARY OF SERVICES AND BENEFITS PROVIDED TO ARIZONA-
AMERICAN BY AMERICAN WATER WORKS SERVICE COMPANYI

I Q. PLEASE PROVIDE A BRIEF OVERVIEW OF THE BENEFITS DERIVED

BY AND CUSTOMERS FROM THE

A.

I
I
I
I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

ARIZONA-AMERICAN ITS

AMERICAN WATER SYSTEM?

There are numerous benefits from being part of a major corporation in the United

States today -- financial strength, purchasing power, and strategic direction to name

a few. Specifically, however, there are distinct advantages to being part of the

American Water System for a water and wastewater operation. As a result of the

many years and number of.locations the American Water System has been in the

water wastewater business, a depth of knowledge as well as strong water resource

management is available 24 hours a day, seven days a week. It is inconceivable

that there is any situation in the water or wastewater business has not been seen,

understood and dealt with by members of the American Water System. From day-

to-day routine operation to complex treatment facility design and construction,

AWW, through its network of companies, has the talent and resources to deliver

the best possible product. It is through the sharing of these resources that AWW
can achieve excellence, at a lower cost, in all segments of its operations. It has

been a longtime practice ofAWW to centralize and share this talent and expertise

among all of its operations to very economically provide the best possible
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I

resources to every operation within the system. Today the services range from

highly technical project design teams, to extremely cost-effective capital

procurement, to efficient centralized corporate accounting, to name a few.

Q. WHAT Is THE "SHARED SERVICES CENTER" AND WHAT BENEFITS

DOES IT PROVIDE TO ARIZONA-AMERICAN?

A.

I

I

Over the past 18 months AWW has been expanding the services it provides to all

of its operations through an initiative referred to as "Shared Services". The

"Shared Services" projects are nothing more than expansion of the philosophy held

by AWW for many years to provide the highest level of services while achieving

ultimate economies of scale that are available to large organizations, and the

Shared Services Center is one result of these activities. The Shared Services

Center is the operations center resulting from the recent consolidation of all

accounting, treasury, and many financial analysis functions. This consolidation

allows for a consistent accounting platform across the American Water System,

more efficient accounting processes, expanded analytical capabilities, and more

effective financial reporting. All this is accomplished with fewer human resources

and increased technical capabilities, providing an overall better product at less cost

to the ratepayer and the shareholder. It was designed from inception to capture

fully the economies of scale by providing a single service to multiple operations.

This project is still in its infancy and all AWW operations are currently in

transition. However, based upon performance to date, it appears the goals and

purpose are being accomplished effectively and costs will be reduced going

forward.
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Q. WHAT Is THE "CUSTOMER CALL CENTER" AND WHAT BENEFITS

DOES IT PROVIDE TO ARIZONA-AMERICAN?

Running in parallel with the Shared Services Center project, another consolidated
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I

services initiative was also conceived and implemented. This project involves the

consolidation of all customer billing, collection and reporting, and call handling

across the United States. Just two years ago, the American Water System utilized

multiple billing systems as well as multiple call centers across the country to

handle these functions. Many operations handled these functions with different

software programs and on different platforms. As a result, there was not a great

deal of commonality or consistency between the various customer services centers

across the United States. As is easily seen, the duplication and differences of

systems and human resources all performing essentially the same functions is not

particularly efficient, and lead to the evaluation of consolidation for more efficient

operations and cost benefits. As a result of this evaluation, a national Customer

Call Center was established in Alton, Il l inois in 2002 for the purpose of

centralizing the call handling function. At about the same time, efforts began to

migrate the various customer billing systems to a common platform, ORCOM, at a

single location in Hershey, Pennsylvania to provide greater eff iciency and

consistency within the billing process.

The transition to consolidated customer service and billing is a significant

undertaking and is still ongoing at the present time. Arizona-American, during the

first half of 2002, was cut over to this shared operation and has been undergoing

the normal conversion and transition issues that can be expected during such a

significant undertaking. We have made and will continue to make every effort to

minimize the effects and inconvenience to customers in our efforts to achieve the

goal of more efficient and effective customer service and billing.
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Q- PLEASE DESCRIBE THE OTHER BENEFITS THE SERVICE COMPANY

PROVIDES TO ARIZONA-AMERICAN CUSTOMERS IN THE AREAS OF

WATER QUALITY TESTING, COMPREHENSIVE PLANNING AND
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RESEARCH AND DEVELUPMENT?

A. The Service Company does and will contiNue to provide all of the traditional

services provided in the past to Arizona-American. The Shared Services Center

and the Customer Service Center are only the two most recent consolidated

services added. The Service Company continues to provide the highest level of

financial, water quality, and capital deployment planning and project management

as it has in the past in the most cost effective manner. In addition, AWW remains

committed to being the leader in research and development in water, wastewater,

and water resource management, all of which is available to Arizona-American, as

it is to all American System companies. All services provided add important value

to Arizona American while achieving consolidated economies of scale making

them extremely cost-effective. Specifically, the Arizona systems recently acquired

firm Citizens Communications Company have already begun undergoing AWW's

comprehensive planning process, providing an effective roadmap for capital

deployment into the future. AWW has found this an extremely effective

management program, which allows regulators, customers, and shareholders a

comprehensive view into the future of the potential capital outlays. In addition, the

highest level of water quality testing, treasury functions, engineering functions, and

financial functions are all provided to Arizona-American at a shared reduced cost,

less than if the same service had to be procured independently.

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?Q.

A. Yes it does.
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I. INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.Q-

A. My name is B. Kent Turner. My business address is 303 H Street, Chula Vista, CA

91910.

Q. BRIEFLY DESCRIBE YOUR POSITIONS WITH THE AMERICAN

WATER SYSTEM.

A. I am Vice President-Finance and Chief Financial Officer of the Western Region of

American Water Works Service Company ("Service Company"). I am also Vice

President and Treasurer of Arizona-American Water Company ("Arizona-

American" or "Company"). I have been with the American Water System for three

years. Prior to assuming my present positions, I was Comptroller of the Western

Region. The Western Region consists of water and wastewater utilities located in

California, Arizona, Hawaii, New Mexico, and Texas, including Arizona-

American.

Q.

A.

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I graduated from Lincoln University of Missouri, Jefferson City, Missouri in 1975

with a Bachelor of Science Degree in Accounting. In addition, I hold a Master of

Science Degree in Taxation from Fontbonne College in St. Louis, Missouri.

became a Certified Public Accountant in 1981 and am licensed to practice in the

State of Missouri.

I

Q. W HAT W AS YOUR W ORK HISTORY BEFORE JOINING THE

AMERICAN WATER SYSTEM?
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A. Prior to my employment with the American Water System I held numerous

positions with the Continental Water Company (CWC) group, which was acquired

by American Water Works Company in 1999. These positions included Senior

Vice President of Business Affairs of St. Louis County Water Company (SLCWC),
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the largest CWC holding, Vice President of Rates and Regulations of SLCWC,

Manager of Corporate Accounting of SLCWC, Controller of Missouri Water

Company, and Accounting Manager of CWC, to name the most significant. In

total, I have 27 years of experience in the utility industry, including three years

with the Missouri Public Service Commission, holding the position of Accounting

Manager of the St. Louis Office at the time I left the Missouri Commission's

employ.

Q. WHAT ARE YOUR PRIMARY RESPONSIBILITIES IN YOUR PRESENT

POSITIONS?

A. I am responsible for the direction and oversight of all regulatory, finance,

accounting, and information systems activities within the Western Region as well

as many other administrative functions.

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE ANY REGULATORY

AGENCIES?

A. Yes. I have testified before the Missouri Public Service Commission on numerous

occasions in connection with general rate case proceedings and administrative

procedural matters, and I have appeared before a number of other regulatory and

municipal government agencies. Earlier this year, I testified before the Arizona

Corporation Commission ("the Commission") on a pending matter for Arizona-

American.I
Q- WHAT Is THE PURPOSE OF YOUR TESTIMONY IN THESE

PROCEEDINGS?
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A. The purpose of my testimony is to provide an overview of the American Water

System and its relationship to Arizona-American. I will also discuss the services

provided by Arizona-American affiliates, including the Service Company, and the

benefits that will be derived by Arizona-American and its customers from the
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efficiencies gained through consolidation of such services.

I
I
I
I

11. BACKGROUND ON ARIZONA-AMERICAN AND AMERICAN WATER
WORKS COMPANY

Q.

A.

PLEASE PROVIDE A BRIEF SUMMARY OF ARIZONA-AMERICAN.

I

Arizona-American is an Arizona corporation that was incorporated in 1949. For

many years, Arizona-American has provided water utility service in portions of the

Town of Paradise Valley, the City of Scottsdale and certain unincorporated

portions of Maricopa County. At that time, Arizona-American was known as

Paradise Valley Water Company. The Company's name was changed to Arizona-

American Water Company in January 2000.

Arizona-American's common stock was purchased by American Water

Works Company ("AWW") in the late 1960s. Since that time, Arizona-American

has been a wholly-owned subsidiary of AWW and, as I indicated above, has been

part of the AWW Western Region. In January 2002, Arizona-American completed

the acquisition of the water and wastewater utility systems and assets of Citizens

Communications Company in Arizona.

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF Aww AND ITS BUSINESS

ACTIVITIES.
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AWW is a Delaware corporation, whose headquarters is located in Voorhees, New

Jersey. AWW, through its regulated and unregulated subsidiaries, has a business

presence in 28 states and three Canadian provinces. AWW has operating utility

subsidiaries that provide water and/or wastewater services to more than 12 million

people in 23 states, including Arizona-American. In addition, AWW has a number

of subsidiaries that are engaged in non-regulated business activities, including

American Water Services, whose business focuses on providing contract operating

and management services to municipal, industrial and military clients, American |
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Water Resources, which offers water and wastewater-related products and services,

the Service Company, which provides various professional services (e.g.,

accounting, administration, engineering, human resources, risk management and

water quality services) at cost, to AWW subsidiaries, and American Water Capital

Corp., which provides debt capital and treasury management services, at cost, to

AWW and its utility subsidiaries.

I
I
I

111. SUMMARY OF SERVICES AND BENEFITS PROVIDED TO ARIZONA-
AMERICAN BY AMERICAN WATER WORKS SERVICE CCMPANY

Q. PLEASE PROVIDE A BRIEF OVERVIEW OF THE BENEFITS DERIVED

BY ARIZONA-AMERICAN AND ITS CUSTOMERS FROM THE

AMERICAN WATER SYSTEM?

A.

I
I
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There are numerous benefits from being part of a major corporation in the United

States today -- financial strength, purchasing power, and strategic direction to name

a few. Specifically, however, there are distinct advantages to being part of the

American Water System for a water and wastewater operation. As a result of the

many years and number of locations the American Water System has been in the

water wastewater business, a depth of knowledge as well as strong water resource

management is available 24 hours a day, seven days a week. It is inconceivable

that there is any situation in the water or wastewater business has not been seen,

understood and dealt with by members of the American Water System. From day-

to-day routine operation to complex treatment facility design and construction,

AWW, through its network of companies, has the talent and resources to deliver

the best possible product. It is through the sharing of these resources that AWW

can achieve excellence, at a lower cost, in all segments of its operations. It has

been a longtime practice of AWW to centralize and share this talent and expertise

among all of its operations to very economically provide the best possible
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I resources to every operation within the system. Today the services range from

highly technical project design teams, to extremely cost-effective capital

procurement, to efficient centralized corporate accounting, to name a few.

Q. WHAT is THE "SHARED SERVICES CENTER" AND WHAT BENEFITS

DOES IT PROVIDE TO ARIZONA-AMERICAN?

A. Over the past 18 months AWW has been expanding the services it provides to all

of its operations through an initiative referred to as "Shared Services". The

"Shared Services" projects are nothing more than expansion of the philosophy held

by AWW for many years to provide the highest level of services while achieving

ultimate economies of scale that are available to large organizations, and the

Shared Services Center is one result of these activities. The Shared Services

Center is the operations center resulting from the recent consolidation of all

accounting, treasury, and many financial analysis functions. This consolidation

allows for a consistent accounting platform across the American Water System,

more efficient accounting processes, expanded analytical capabilities, and more

effective financial reporting. All this is accomplished with fewer human resources

and increased technical capabilities, providing an overall better product at less cost

to the ratepayer and the shareholder. It was designed from inception to capture

fully the economies of scale by providing a single service to multiple operations.

This project is sti l l  in its infancy and all AWW operations are currently in

transition. However, based upon performance to date, it appears the goals and

purpose are being accomplished effectively and costs will be reduced going

forward.

Q. WHAT Is THE "CUSTOMER CALL CENTER" AND WHAT BENEFITS

DOES IT PROVIDE TO ARIZONA-AMERICAN?
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services initiative was also conceived and implemented. This project involves the

consolidation of all customer billing, collection and reporting, and call handling

across the United States. Just two years ago, the American Water System utilized

multiple billing systems as well as multiple call centers across the country to

handle these functions. Many operations handled these functions with different

software programs and on different platfonns. As a result, there was not a great

deal of commonality or consistency between the various customer services centers

across the United States. As is easily seen, the duplication and differences of

systems and human resources all performing essentially the same functions is not

particularly efficient, and lead to the evaluation of consolidation for more efficient

operations and cost benefits. As a result of this evaluation, a national Customer

Cal l  Center was establ ished in Alton, I l l inois in 2002 for the purpose of

centralizing the call handling function. At about the same time, efforts began to

migrate the various customer billing systems to a common platform, ORCOM, at a

single location in Hershey, Pennsylvania to provide greater efficiency and

consistency within the billing process.

The transition to consolidated customer service and billing is a significant

undertaking and is still ongoing at the present time. Arizona-American, during the

first half of 2002, was cut over to this shared operation and has been undergoing

the normal conversion and transition issues that can be expected during such a

significant undertaking. We have made and will continue to make every effort to

minimize the effects and inconvenience to customers in our efforts to achieve the

goal of more efficient and effective customer service and billing.
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Q. PLEASE DESCRIBE THE OTHER BENEFITS THE SERVICE COMPANY

PROVIDES TO ARIZONA-AMERICAN CUSTOMERS IN THE AREAS OF

WATER QUALITY TESTING, COMPREHENSIVE PLANNING AND
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I

RESEARCH AND DEVELOPMENT?

A. The Service Company does and will continue to provide all of the traditional

services provided in the past to Arizona-American. The Shared Services Center

and the Customer Service Center are only the two most recent consolidated

services added. The Service Company continues to provide the highest level of

financial, water quality, and capital deployment planning and project management

as it has in the past in the most cost effective manner. In addition, AWW remains

committed to being the leader in research and development in water, wastewater,

and water resource management, all of which is available to Arizona-American, as

it is to all American System companies. All services provided add important value

to Arizona American while achieving consolidated economies of scale making

them extremely cost-effective. Specifically, the Arizona systems recently acquired

from Citizens Communications Company have already begun undergoing AWW's

comprehensive planning process, providing an effective roadmap for capital

deployment into the future. AWW has found this an extremely effective

management program, which allows regulators, customers, and shareholders a

comprehensive view into the future of the potential capital outlays. In addition, the

highest level of water quality testing, treasury functions, engineering functions, and

financial functions are all provided to Arizona-American at a shared reduced cost,

less than if the same service had to be procured independently.

DOES THAT CONCLUDE YOUR DIRECT TESTIMONY?Q.

A. Yes it does .
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CHARGES BASED THEREON FOR
UTILITY SERVICE BY ITS SUN CITY
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IN THE MATTER OF THE
APPLICATION OF ARIZONA-
AMERICAN WATER COMPANY, AN
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I.

Q-

INTRODUCTION, PURPGSE AND NATURE OF TESTIMONY.

WHAT ARE YOUR NAME, EMPLOYER AND OCCUPATION?

A. My name is Ray L. Jones, President of Arizona-American Water Company

("Arizona-American" or "Company"). I have been with Arizona-American since

it purchased the water and wastewater assets of Citizens Communications on

January 15, 2001. Prior to that, I was employed by Citizens Water Resources since

1985.

Q- HAVE YOU PREVIOULSY FILED

TESTIMONY IN THIS MATTER?

DIRECT OR REBUTTAL

I
I
I
I
I
I
I
I
I
I

A. No, however as President I have been involved with the rate case at every stage. I

have helped prepare testimony on behalf of the Company, particularly testimony

concerning operational, customer service, and policy issues. I have also reviewed

most of the testimony of the other parties in this proceeding.

Q- HAVE YOU TESTIFED BEFORE THE COMMISSION ON PREVIOUS

OCCASIONS?

A. Yes, I have provided testimony before the Commission on numerous Citizens'

matters.

Q- WHAT Is THE PURPOSE OF YOUR REJOINDER TESTIMONY IN THIS

PROCEEDING?
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A. Actually, the purpose of my testimony is very narrow-it is to respond to the

Arizona Corporation Colnmission's Utilities Division Staffs ("Staff") claim that

there is no evidence that Citizens' test year corporate overhead costs bear little

relationship to Arizona-American's costs during the time rates will be in effect.

Surrebuttal Testimony of Alexander Ibhade Iggie ("lgwe Sb.") at 3. Mr, Iggie is

wrong, and, frankly, it appears he has simply chosen to ignore the evidence in an

effort to lower the revenue requirement. There is ample evidence that Citizens'

I
I
I
I
I
I
I
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I
I
I made decisions and ran its operations during the test year in a manner that

artificially reduced these expenses.

I Q. ARE YOU TESTIFYING ON ANY OTHER ISSUES?

I
I
I
I
I

No, the Company's eight other witnesses have collectively provided substantial

evidence supporting Arizona-American's request for rate increases and there is no

need for me to add to the record at this time. However, because I was in a

management position during the time Citizens was selling its water and wastewater

assets, I have personal and particular knowledge to support the Company's

assertion that Citizens' test year corporate overhead costs bear little relationship to

Arizona-American's overheads (from American Water Works) and Service

Company charges (from American Water Works Service Company) during the

time the rates approved in this proceeding will be in effect.

I Q- WAS ANY TESTIMONY REGARDING THIS

PREVIOUSLY BY ARIZONA-AMERICAN?

ISSUE FILED

I A.

I
I
I
I

Yes, both Mr. Stephenson and Mr. Bourassa have explained the reasons for the

Company's pro forma adjustment to administrative and general overhead costs.

Rebuttal Testimony of David P. Stephenson ("Stephenson Rb.") at 17-22, Rebuttal

Testimony of Thomas J. Bourassa ("Bourassa Rb.") at 22-26. In addition, in his

direct testimony, Rob Kuta explained how Citizens, in anticipation of selling the

water and wastewater systems, had failed to maintain adequate staffing levels,

failed to make necessary administrative and operational changes and even failed to

plan for expanding office needs. See,e.g., Direct Testimony of Robert J. Kuta, at

Section III (Post-Acquisition Changes By Arizona-American).l However, as FredI
I

1
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3
4. A.
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1 Mr. Kuta's direct testimony was filed in each of the five dockets initiated by Arizona-
American because, at that time, the Company's live separate applications had not yet
been consolidated. However, the relevant testimony concerning this issue appears in the
same section in each of Mr. Kuta's direct testimonies.

I
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I
I
I

Schneider explained in his rebuttal testimony, Mr. Kuta is now working in another

part of the American Water Works system and Mr. Schneider was employed in a

department management capacity rather than a general management capacity

during the time Citizens' winding down, making me the appropriate witness on

this narrow rejoinder issue.I
I II.

Q.

CITIZENS' TEST YEAR CORPORATE OVERHEAD EXPENSES.

WHAT PRIOR POSIITONS DID YOU HOLD WITH CITIZENS?

I A.

I
I
I

I joined Citizens in 1985 as an Engineer for its Arizona operations. I held

positions with increasing responsibility in Engineering and Development Services

and was promoted to Engineering and Development Services Manager for Arizona

in 1990. In 1998, I was named Vice President and General Manager of Citizens

Arizona Operations. In that position, I was responsible for the regulated and

unregulated water and wastewater operations in Arizona, sewing approximately

250,000 people.

I Q. WHEN DID YOU BEOME PRESIDENT OF ARIZONA-AMERICAN?

A.

I
I
I
I
I
I
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When Arizona-American completed the purchase of Citizens' water and

wastewater assets in Arizona, I became the Company's President. In my capacity

as President, I am responsible for leadership of the Company's entire Arizona

business activities. Some of my key responsibilities include developing and

evaluation new business opportunities, developing strategic plans, establishing

effective government and community relations, ensuring compliance with all

regulatory requirements, and providing management and guidance to key

operations and support personnel. Again, my role as senior level management both

before and after the Citizens' Acquisition by Arizona-American has left me with

crucial knowledge regarding Citizens' operations before the sale and Arizona-

American's operations after, knowledge not shared to the same degree by any

I
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other current Company witness in this proceeding.

Q- HAVE YOU REVIEWED MR. IGWE'S SURREBUTTAL TESTIMONY

CONCERING CORPORATE COST ALLOCATIONS?

A. Yes, including Mr. Iggie's testimony that "Staff disagrees with [the Company's]

assertion that Citizens' recorded test year overheads are extraordinary and

irregular." Iggie Sb. at 3, is. 22-24.

Q. WERE CITIZENS' TEST YEAR CORPORATE

"IRREGULAR"AND "EXTRAORDINARY"?

OVERHEADS

A. Yes, although I think the Company's earlier testimony that Citizens' test year

administrative and general overhead expenses bear no relationship to Arizona-

American's expenses during the time the rates set in this proceeding will be in

effect more accurately describes the Company's position. See Stephenson Rb. at

17-18, Bourassa Rb. at 23-24. See also Rejoinder Testimony of Thomas J.

Bourassa at 13-14, Rejoinder Testimony of David P. Stephenson at 14, 16-17.

Q_ WOULD YOU PLEASE EXPLAIN WHY CITIZENS' TEST YEAR

OVERHEAD EXPENSES NOT BEAR A RELATIONSHIP TO

ARIZONA-AMERICAN'S EXPENSES DURING THE TIME NEW RATES

WOULD BE IN EFFECT?

DO
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A. In 1999, Citizens made the decision to sell the businesses that comprised its public

services sector. This included the electric, gas, water and wastewater businesses

and assets of Citizens. Looking at Arizona specifically, the sale to Arizona-

American was announced in October of 1999. Once the decision to sell its

business was made, Citizens began to implement changes in its management

practices, its processes and its personnel designed to reduce operating costs

generally and overhead costs specifically in a phased manner as the divestiture of

the businesses approached. The reductions were phased to correspond to the

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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I
I

decreasing needs of a business that was being sold. In other words, as Citizens

approached divestiture, responsibility for the long-term planning and support of

the business shifted from Citizens to the new owner and Citizens' support and

overhead costs were cut accordingly.

I Q-

I

PLEASE EXPLAIN THE PHASED APPROACH THAT CITIZENS TooK

TO REDUCE OVERHEAD EXPENSES FOR ITS ARIZONA

OPERATIONS?

I A.

I
I
I
I
I
I
I
I
I
I
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As a public service corporation, Citizen's sale of their water and wastewater assets

was subject to a lengthy regulatory process that was expected to take over a year to

complete. Throughout this lengthy approval process, Citizens had to balance its

obligation to provide a vital public services with the reality that it would soon no

longer be responsible for the businesses. The obvious solution was an incremental

reduction in costs as the sales approached.

Prior to reaching the agreement to sell the Arizona water and wastewater

assets, it was business as usual to a large degree. Some minor cost savings

measures such as additional management oversight of large expenditures, and the

use of temporary employees were implemented. As the actual sale of the Arizona

assets drew closer, the cost saving efforts stepped up slightly, including measures

such as discontinued use of consultants, except for critical business functions and

suspension of non-critical employee travel. Once the sale became a reality in late

1999, the public services sector implemented a hiring freeze targeted at overhead

costs that eliminated new positions on a going forward basis, with the exception of

operating personnel required to meet our public service obligations.

Throughout 2000 as the regulatory process proceeded further measures

aimed at reducing costs were implemented. Throughout the public services sector

the use of company credit cards was reduced and departments were asked to look

I
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at the elimination of personnel wherever possible. An entire procurement

department was virtually eliminated and many cuts were made in accounting, legal,

regulatory, finance and IT support functions throughout the public services sector

in 2000. Citizens' memberships to AWWA and NAWC were not renewed.

Employee recognition programs such as spot bonuses and holiday parties were

eliminated.

In 2001, as the approval process continued, the full impact of the cost

cutting measures made in 2000 were felt, while further overhead expenses and

additional cuts were experienced. Changes in employee compensation required

corporate officer approval. The hiring freeze continued. Support personnel cuts

continued in the accounting, finance, public relations, legal and IT departments.

The IT help desk was shut down in July of 2001 .

Q- WERE THE OVERHEAD COSTS INCURRED IN 2001

REPRESENTATIVE OF CITIZENS' NORMAL COSTS TO RUN ITS

BUSINESS IN ARIZONA?

A. Certainly not. By, 2001 costs had been substantially reduced and corporate

support was at a minimum. Citizens was performing no long-term planning or

budgeting. Citizens was inadequately staffed to meet the needs of a ongoing

business. Management, legal, regulatory and accounting resources were largely

focused on the sale with almost no effort being placed on process improvements,

planning and other routine activities that would be typical of an ongoing business

concern.

Q- MR. JONES, ARE YOU TESTIFYING THAT CITIZENS FAILED TO

PROVIDE SAFE AND RELIABLE WATER AND WASTEWATER WHILE

YOU WERE VICE PRESIDENT?
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26 A. Absolutely not. The cost cutting at Citizens was primarily focused on overhead

I
I
I
I
I
I
I
I
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I
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r

and support functions. For example, the hiring freeze did not apply to operating

personnel required to meet service obligations. I am aware of no decrease in

service quality or reliability during the sale period and there was a nomal level of

customer complaints to the Commission throughout the sale period.

I
I
I

Q- MR. IGWE ALSO TESTIFIES THAT THE PRO FORMA ADJUSTMENT

FOR OVERHEADS RECOMMENDED BY ARIZONA-AMERICAN Is

INAPPROPRIATE BECAUSE IT DOES NOT PROVIDE A

CORRESPONDING BENEFIT TO RATEPAYERS. DO YOU AGREE?

A.
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Well, first of all I should state that I disagree with Mr. Iggie that every pro forma

adjustment must provide a corresponding benefit to ratepayers (Iggie Sb. at 4) and

although I am not a lawyer or an accountant, I am not aware of any authority for

such a l imitation on pro gonna adjustments. I understand the

Commission's rules to allow for pro gonna adjustments based on known and

measurable changes in order to obtain a nonna or more realistic relationship

between revenues, expenses and rate base. A.A.C. R14-2-103(A)(3)(i). Even

RUCO agrees that Arizona-American's overheads and Service Company charges

provide a more nominal and realistic relationship to the expenses Arizona-American

will incur when the new rates are in effect.

Nor is it possible for every pro forma adjustment to provide a corresponding

benefit to ratepayers. For example, post test year changes in property or income

taxes are often known and measurable, but these increased costs do not provide

better or less costly service to ratepayers. Does that mean that no pro forma

adjustment to reflect such increased expense should be allowed, even if known and

measurable? What about increased costs for purchased water, like CAP water?

All of these are common types of changes that the Commission has considered and

authorized even though it would be impossible to show a corresponding benefit to

Instead,I
I
I
I
I
I
I
I
|
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ratepayers.

On the other hand, I guess it could be said that the increased costs being

incurred for Arizona-American's overheads and Service Company charges do

benefit ratepayers. Although we were able to keep up service quality in 2001, if

the cost cutting that impacted test year overhead expense levels continued, it would

eventually have led to a substantial decline in service quality as the level of

overhead expenditures were reflective of a business ceasing its operations not a

going concern. Instead, Arizona-American's ratepayers are now realizing the

benefit of a fully staffed organization taking all of the necessary steps to ensure

safe and reliable water and wastewater utility service well into the future. So, do

ratepayers pay more if Arizona-American and RUCO's adjustment is adopted?

Yes, and they are already getting more for their money.

Q.

I

DO YOU HAVE ANYTHING TO ADD IN RESPONSE To MR. IGWE'S

CLAIM THAT THERE is NO EVIDENCE TO SUPPORT ARIZONA-

AMERICAN'S PROPOSED ADJUSTMENT TO REFLECT ITS

OVERHEADS AND SERVICE COMPANY CHARGES?

A.

I
In fact,

I

\

I
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Just to reiterate that Mr. Iggie is obviously wrong. As my discussion above

illustrates, there has been significant changes in these costs. as Mr.

Stephenson and Mr. Bourassa have testified, such evidence has been in front of

Staff all along. See Stephenson Rb. at 17-22, Bourassa Rb. at 22-26. All Staff

needed to do was to compare Citizens 1999 and 2000 overhead expenses with its

2001 expenses to see that something was out of kilter. From there, a comparison

of those three years to the Company's post test year overheads and Service

Company charges clearly demonstrates that the Citizens' 2001 overhead costs bear

no relationship to the costs Arizona-American wi l l  incur, making them

inappropriate for use in setting rates..lust because Staff has ignored this evidence,

I
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doesn't mean such evidence does not exist.

Q- DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY?

A. Yes it does.

1481235

/

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

_9_



I
1

2

3

4

5

6

FENNEMORE CRAIG
Norman D. James
Jay L. Shapiro
3003 N. Central Ave.
Suite 2600
Phoenix, Arizona 85012
Attorneys for Arizona-American
Water Company

I
7

8

9

10

11

12

13

BEFORE THE ARIZONA CORPGRATION COMMISSION

IN THE MATTER OF THE
APPLICATION OF ARIZONA-
AMERICAN WATER COMPANY, AN DOCKET no. W-01303A-02-
ARIZONA CORPORATION, FOR A SW-0I303A-02-
DETERMINATION OF THE
CURRENT FAIR VALUE OF ITS
UTILITY PLANT AND PROPERTY
AND FOR INCREASES IN ITS RATES
AND CHARGES BASED THEREON
FOR UTILITY SERVICE BY ITS SUN
CITY WATER AND SUN CITY
WASTEWATER DISTRICTS.

14

15

16

17

DIRECT TESTIMONY

OF

ROBERT J. KUTA
18

19
I
I 20

21

22

23

24

25

26

ll
EXHIBITI

I
&-36""F.r4 A



I
1.

11.

TABLE OF CONTENTS

Page

1

2

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

111.

INTRODUCTION..

OVERVIEW OF SUN CITY WATER DISTRICT AND THE SUN CITY
WASTEWATER

POST-ACQUISITION CHANGES BY ARIZONA-AMERICAN.. 10

I
-1-



INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Robert J. Kuta, and my business address is 19820 N. 7th Street, Suite

201, Phoenix, Arizona, 85024.

BY WHOM ARE YOU EMPLOYED?

By Arizona-American Water Company ("Arizona-American" or "Company"). I

am the Manager. Previously, held the position of Director with Citizens Water

Resources before Arizona-American acquired all of the water and wastewater

assets of Citizens Communications Company ("Citizens") earlier this year. I

started with Citizens in 1998.

I

Q- WHAT ARE YOUR RESPONSIBILITIES As MANAGER OF ARIZONA-

AMERICAN?

I am responsible for managing all aspects of Arizona-American's day to day water

and wastewater operations including administration, production, field services,

customer service and water quality business units serving approximately 115,000

customers in Mohave, Maricopa and Santa Cruz Counties.

Q WHAT WERE YOUR RESPONSIBILITIES AS DIRECTOR WITH

CITIZENS?

1 1.

2 Q.

3 A.

4

5 Q.
6 A.

7

8

9

10

11

12

13 A .

14

15

16

17

18

19 A.

20

21

22

23

24

25

26

I was responsible for development of strategic planning and long-range goals,

performed tactical functions including budget preparation, resource allocation and

development, implementation and review of key operational activities for

nationwide operations serving a population of 700,000. I also provided oversight

and direction to internal and retained legal services in connection with the

resolution of material litigation matters. I was also responsible for coordination of

closing efforts for Arizona operations during acquisition by Arizona-American.

1



Q- WHAT WAS YOUR WORK HISTORY BEFORE JOINING CITIZENS

AND THEN ARIZONA-AMERICAN?

I served as a Water Operations Manager for Chaparral City Water

Company/Spring Creek Utilities Company, and was an engineer with Litchfield

Park Service Company. also worked as a hydrogeologist with various

companies, and was a hydrologist with the Arizona Department of Environmental

Quality.

I

Q- PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I graduated from Central Michigan University in 1986 with a Bachelor of Science

Degree -- Limnology Concentration. I also hold a Master of Business

Administration from the University of Phoenix, and hold a Certified Operator

licenses from the State of Arizona in Distribution, Collection and Water and

Wastewater Treatment. Finally, I have nearly completed Graduate Studies for a

Hydrology/Civil Engineering Degree at Arizona State University.

II. OVERVIEW OF SUN CITY WATER DISTRICT AND THE SUN CITY
WASTEWATER DISTRICT

Q~ IN YOUR CAPACITY AS MANAGER, IS IT FAIR TO SAY YOU ARE

FAMILIAR WITH ALL OF ARIZONA-AMERICAN'S WATER AND

WASTEWATER OPERATIONS IN ARIZONA?

1

2

3 A.

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18

19

20 A. Yes, and this goes to the principal purpose of my testimony in connection with the

21 Company's rate filing. In each of the five applications, will provide a brief

22 overview of the applicable water and wastewater dist1ricts,l including location,

23 customer base, operations and other significant features. I will also provide

24 testimony about current staffing levels, Arizona-American's new off ices, and

25

26

I

1 As explained in the Direct Testimony of David P. Stephenson, the temps "district" and
"system" are used in their general sense to denote tariffed areas. For purposes of the
Company's rate filing they are essentially synonymous.
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relevant water supply and wastewater treatment issues. In this application, I will

address the rate application for the Sun City water and wastewater systems.

Q- WERE THE SUN CITY SYSTEMS PART OF THE CITIZENS'

ACQUISITION?

Yes, along with several other water and wastewater systems located in growth

comldors, primarily in high growth Maricopa and Mohave Counties. Overall, the

assets Arizona-American acquired from Citizens provide water (potable, non~

potable, and reclaimed), wastewater (sewer collection, treatment and recharge),

and water and wastewater operation and maintenance services.

As explained in the Direct Testimony of David P. Stephenson, the Company

is filing five applications seeking rate increases for several of the systems Arizona-

American recently acquired from Citizens. Specifically, the systems covered by

these five applications include the Sun City water and wastewater districts

(Application No. l), Sun City West water and wastewater districts (Application

No. 2), the Mohave water district and the Havasu water district (Application No.

3), Agua Fria water district, Anthem water district and the Anthem/Agua Fria

wastewater district (Application No. 4), and the Tubac water district (Application

No. 5). For convenience, I will sometimes refer to the five applications

collectively as the Company's rate filing.

1

2

3

4

5 A .

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 Q .

21

22 A.

23

24

25

26

WOULD YOU PLEASE PROVIDE AN OVERVIEW OF THE SUN CITY

WATER AND WASTEWATER DISTRICTS.

Yes. The Company provides water and wastewater service to the retirement

community of Sun City, the Town of Youngtown, and portions of the Cities of

Surprise and Peoria. Del Webb opened Sun City in 1960 on New Year's Day. By

day three, 237 homes had been sold and Del Webb had successfully launched what

would become a string of successful retirement communities in the Northwest

3



I

I
Valley. When Sun City was built-out in 1978, water and wastewater services

expanded into neighboring Youngtown, Peoria and Surprise. Today, over 22,000

customers receive water and wastewater service from Arizona-American in the

Sun City water and wastewater districts. Notably, though, customer growth is

currently less than 100 units per year and declining.

Q- WHEN WAS SERVICE FIRST PROVIDED IN THE SUN CITY WATER

DISTRICT?

I

The CC&N was originally granted in 1959 in conjunction with the development of

the original Sun City project by Del Webb. This CC&N was acquired by Arizona-

American as part of the Citizens' acquisition.

Q- WHEN WERE THE PRESENT RATES ESTABLISHED?

In the district's most recent rate order, Decision No. 60172 (May 7, 1997), the

Commission set rates resulting in a 4.7 percent revenue decrease. The test year

used in that case was the 12-month period ending March 31, 1995. -The last

decision granting rate increases to this system was Decision No. 57741 (Feb. 21,

1992), which granted an increase in revenues of 15.7 percent. The test year used

in that case was the year ending December 31, 1990.

Q~ PLEASE DESCIBE THE WATER RESOURCES ASSOCIATED WITH

THE SUN CITY WATER DISTRICT?

I

1

2

3

4

5

6

7
8 A.

9

10

11

12 A.

13

14

15

16

17

18

19
20 A.

21

22

23

24

25

26

The Sun City area is located in the Phoenix Active Management Area. At present,

the primary source of supply for Sun City water customers is groundwater

withdrawn from wells within the CC&N and recovered Central Arizona Project

("CAP") water. Arizona-American acquired, as part of the Citizens' acquisition,

contracts for the delivery of CAP water formerly held by Citizens and its

subsidiaries. At present, Arizona-American takes delivery of and uses the full

4,189 acre-feet of CAP water allotted to Sun City each year. The CAP water is

I 4
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I

I

I

delivered to the Maricopa Water District ("MWD") Groundwater Savings Facility

and legally recovered from Arizona-Ame1rican's wells in Sun City.

Proceedings have been taking place before the Commission relating to the

manner in which CAP water would be used in Sun City, as well as Sun City West.

Arizona-American has requested approval to implement a groundwater savings

project to allow direct use of CAP water in Sun City and Sun City West. Under

this plan, which was developed by customer groups in Sun City and Sun City

West, a pipeline would be constructed to deliver untreated CAP water to local golf

courses and a corresponding quantity of groundwater pumping would be

discontinued.

COULD YOU PLEASE DESCRIBE THE SUN CITY WASTEWATER

DISTRICT?

The Sun City wastewater district was also acquired by Arizona-American in

January 2002 and is also located in the northwestern portion of the Phoenix

metropolitan area, in Maricopa County, and its certificated area largely overlaps

the certificate for the Sun City water district. This wastewater system was

originally granted a certificate of convenience and necessity in 1975. Like the

water system in Sun City, this certificated area is approaching full build-out and

customer growth is less than 100 new units per year and declining.

WHEN WERE THE PRESENT RATES ESTABLISHED?

I
I

l

2

3

4

5

6

7

8

9

10

11 Q-

12

13 A.

14

15

16

17

18

19

20 Q.

21 A.

22

23

24

25

26

The Sun City wastewater district's last rate increases were also approved in

Decision No. 60172 based on the test year that ended on March 31, 1995. At that

time, the Commission authorized an increase in revenues of 3.4 percent. The

decision also eliminated the collection of a sewer treatment surcharge relating to

the Tolleson wastewater treatment charges.
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Q~ WHY WOULD THE CGMPANY INCUR CHARGES FROM TOLLESON

FOR WASTEWATER TREATMENT?

The Sun City wastewater district does not own and operate a wastewater treatment

plant. Instead, the Company delivers wastewater from this system to the regional

treatment plant located in and owned and operated by the City of Tolleson

("Tolleson WWTP"). Arizona-American has no other means of treating

wastewater flows from customers in this system. In 2001, the Company delivered

and Tolleson treated 1,580 million gallons of wastewater from Arizona-American

customers. In addition to treating Sun City sewage, Tolleson provides treatment

for its own purposes as well as to the City of Peoria and for the Sunland Beef

processing plant.

Q- is THERE AN AGREEMENT BETWEEN TOLLESON AND ARIZONA-

AMERICAN CONCERNING WASTEWATER TREATMENT?

I
I

Yes. Following the Citizens' acquisition, Arizona-American assumed all of

Citizens' rights and obligations under the terms of a Sewage Treatment And

Transportation Service Agreement dated June 21, 1985 ("Tolleson Agreement"),

as amended. A copy of the Tolleson Agreement is attached to my testimony as

Kuta Dir. Exh. l.
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Q. WHAT COSTS DID THE COMPANY INCUR DURING THE TEST YEAR

FOR WASTEWATER TREATMENT UNDER THE TOLLESON

AGREEMENT?

Under the Tolleson Agreement, Arizona-American made three separate types of

payments to Tolleson during the test year. Rate Component One is a fixed annual

"usufructory" or user charge related to bond financing issued by the City to pay for

the original plant additions Tolleson made in order to receive and treat wastewater

flows from Sun City. Rate Component Two is a monthly O&M chargebased on

I
I
I
I
I
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the Company's proportionate share of the City's actual O&M costs based on actual

flows. Rate Component Three is a $1,500 monthly payment for replacement and

contingencies reserve up to an aggregate balance of $90,000.

Q. DOES THE COMPANY PROPOSE ANY PRO FORMA ADJUSTMENTS

RELATED TO THE COSTS INCURRED UNDER THE AGREEMENT

WITH TOLLESON?

Yes, as explained in the Direct Testimony of Thomas J. Bourassa and the

Company's schedules, several pro gonna adjustments are necessary to, among

other things, reflect the costs that will be incurred by Arizona-American going

forward.

Q- EARLIER YOU DESCRIBED THE THREE RATE COMPONENTS

PROVIDED FOR IN THE TOLLESON AGREEMENT. DOES THE

COMPANY SEEK ANY OTHER RELIEF RELATED To THE COSTS

INCURRED UNDER THE TOLLESON AGREEMENT?

Yes. The primary reason is the need for plant improvements. Specifically, as a

result of a June 2001 Wastewater Treatment Plant Infrastructure Assessment Phase

I Study performed for Tolleson by Brown and Caldwell, Tolleson has determined

that major capital improvement projects and facilities additions to the Tolleson

WWTP are and will be required for Tolleson to continue providing treatment

services to Arizona-American under the Tolleson Agreement. Tolleson anticipates

spending $40 million for these capital projects between 2003 and 2008. Tolleson

has informed Arizona-American that the Company's pro rata share (on a capacity

basis) of such costs is approximately $8 million.
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Q- EIGHT MILLION DOLLARS SOUNDS LIKE A LOT OF MONEY.

WOULDN'T IT MAKE MORE SENSE FOR ARIZONA-AMERICAN TO

BUILD ITS OWN WASTEWATER TREATMENT FACILITY?
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I
I
I
I
I
I
I
I
I

Not really. To begin with, the Company has a long term contract with Tolleson

and obviously does not want to take any action that could be viewed as a breach of

that agreement. Furthermore, construction of a wastewater treatment facility

would require the Company to secure a location for a wastewater treatment plant

and it would be, at best, difficult to locate such a large parcel of property,

particularly in the Sun City area. Furthermore, there are numerous regulatory

hurdles involved in the construction of a wastewater treatment plant, including

compliance with federal laws, including the Clean Water Act, state laws including

requirements for Aquifer Protection Permits and also zoning and other land use

regulations. Compliance with all of the applicable governmental requirements

would require a substantial amount of time and the costs would be staggering.

Finally, it would take several years for Arizona-American to acquire a piece of

property, clear all of the regulatory hurdles, and then complete construction of a

wastewater treatment facility. At that time, it is substantially more likely than not

that the total investment made by Arizona-American would exceed its pro rata

share of its costs being incurred by Tolleson to upgrade the Tolleson facility.

Q~

I
ARE THE COMPANY'S COSTS FOR THESE MAJOR CAPITAL

IMPROVEMENTS INCLUDED IN ONE OF THREE RATE

COMPONENTS YOU DESCRIBED EARLIER?

I
I
I

No, they are not. Consequently the Company and Tolleson have been negotiating

an amendment to the Tolleson Agreement to include payment by Arizona-

American of another rate component, Rate Component Four, consisting of charges

equivalent to Arizona-American's pro rata share of costs associated with capital

improvement projects necessary for Tolleson to continue providing treatment

services to Arizona-American under the Tolleson Agreement.I

1 A.
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26 HAVE THE COMPANY AND TGLLESON EXECUTEDQ, AN
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I
I
I AMENDMENT TO THE TOLLESON AGREEMENT ?

I
I
I
I
I
I
I

Not yet, but I anticipate such an amendment will be executed before the end of this

year. In fact, we anticipate that an amendment will be signed before the end of

Staff's thirty-day sufficiency review of the Company's application. At this point

in time, there are only two issues under negotiation.

The first involves the Company's desire to participate in the process of

selecting contractors, designing facilities and constructing improvements and

additions. Arizona-American has sought a meaningful role in that process, best

described as "value engineering," to ensure that its customers continue to receive

the adequate and reliable wastewater treatment at the lowest possible cost.

Second, the Company has informed Tolleson that Rate Component Four

must provide for certainty. In other words, for ratemaking purposes, the Company,

as well as the Commission, need a payment methodology that is known and

measurable.

I
I

Q- DOES THE AMENDMENT To THE TOLLESON AGREEMENT

PROVIDE FOR ANY OTHER MODIFICATIONS THAT IMPACT

ARIZONA-AMERICAN?

I
I
I
I
I
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Yes, Rate Component Three, the replacement and contingencies reserve, has been

increased to $20,000 per month up to an aggregate balance of $200,000. This

increase was necessary because the costs being incurred for repairing and/or

replacing existing equipment and facilities has increased substantially since 1985

when the Tolleson Agreement was signed. Although this reserve is to be used only

to replace and repair facilities with a useful life of less than ten years, due to the

age of the Tolleson WWTP, it is expected that the amount Arizona- American will

incur under Rate Component Three will increase substantially.

ANYDOES THE COMPANY PROPOSE OTHER ADJUSTMENTS

I
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RELATED TO THE COSTS OF WASTEWATER TREATMENT FOR THE

SUN CITY WASTEWATER DISTRICT?

Yes, as explained in the Direct Testimony of Thomas J. Bourassa, Arizona-

American also proposed a pro forma adjustment related to the Company's payment

to Tolleson of a share of the costs of a substantial capital improvement made

during the test year. Specifically, during the test year, the Company executed the

West Trickling Filter Media Replacement Project Agreement, a copy of which is

attached to my testimony as Kuta Dir. Exh. 2, memorializing a contractual

arrangement whereby Arizona-American paid its pro rata share of the cost of

replacing a deteriorated trickling filter media associated with the Tolleson plant.

The Company's share of the cost of the trickling filter media replacement paid

during the test year was $500,000. Further explanation of this pro forma

adjustment, and all of the pro forma adjustments related to the Tolleson Agreement

are detailed Mr. Bourassa's direct testimony.

111.

Q-

POST-ACQUISITION CHANGES BY ARIZONA-AMERICAN

HAVE THERE BEEN OPERATIONAL, ADMINISTRATIVE OR OTHER

CHANGES SINCE ARIZONA-AMERICAN COMPLETED THE

ACQUISITION OF THE CITIZENS' ASSETS?

Since January 2002, when the acquisition was completed, Arizona-American has

made a number of operational and administrative changes, including, most notably,

consolidation and relocation of off ices in Maricopa and Mohave counties and

changes in staffing levels.
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Q~ WOULD YOU PLEASE DESCRIBE THE CHANGES IN OFFICE

LOCATIONS FOR ARIZONA-AMERICAN STAFF THAT HAVE BEEN

IMPLEMENTED?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Certainly. The Company recently purchased and remolded a building to house its
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I
I
I
I

Mohave County Operations staff and leased a portion of a building to house its

Corporate Management, Water Quality, Engineering and Arizona based American

Water Works Services Company personnel located in Maricopa County. The vast

majority of Arizona-American's management, administrative and operations staff

are located in the Maricopa County and Mohave County office locations.

I Q, WHAT NECESSITATED THE OFFICE CHANGES IN MARICOPA

I
|
I

COUNTY?

Two factors required Arizona-American to lease space in Maricopa County. First,

Arizona-American's five-year lease in the City of Surprise City Hall Complex

currently occupied by its Engineering staff has expired. The City needs space for

its own growing staff and will not renew the lease. Second, the Company owned

bui lding in Sun City is overcrowded, cannot be expanded and cannot

accommodate planned growth in staffing.I
Q- WHAT WILL HAPPEN TO THE SUN CITY BUILDING?

I
I

The Sun City building will continue to house the Operations staff serving western

Maricopa County, including Sun City. Additionally, Customer Service personnel

will continue to be housed at this location and it will continue to be used as a

customer service and bill payment location for our customers.I
Q- How HAVE THE COSTS ASSOCIATED WITH THESE OFFICES BEEN

TREATED IN THIS CASE?I
I

As more fully explained in the Direct Testimony of Thomas J. Bourassa, the

capital costs have been included as an adjustment to test year plant in service.

Likewise the rent for the leased space has been included as an adjustment to test

I year expenses

I
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YOU ALSO MENTIONED CHANGES IN STAFFING.

DESCRIBE THOSE CHANGES.

PLEASE

I
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I
I
I

At the outset, it must be recognized that the current Arizona-American workforce

truly represents a new organization, not simply a combination of the fanner

Arizona-American and former Citizens' workforces. Arizona-American's current

staff consists of 131.5 authorized associates for year-end 2002. In aggregate, this

is an increase of 10 full-time positions over the three-year period since Arizona-

American agreed to purchase the Citizens assets in October of 1999.I
Q- WHY WERE THESE INCREASES IN AUTHORIZED POSITIONS

NECESSARY DURING THE INTERVENING THREE YEARS?

There were a number of reasons for these increases in staffing but the primary

reasons are customer growth and regulatory needs.I
I Q- HOW HAVE GROWTH AND REGULATORY NEEDS WARRANTED AN

INCREASE IN STAFFING?

I
I
I

Since 1999, the total number of customers served by the districts acquired by

Arizona-American has increased by over 16,000 units or approximately 13%

percent. As for regulatory needs, environmental regulations related to water and

wastewater utility service continue to become more stringent as is evidenced by the

recently adopted arsenic standards. Staffing levels in our Water Quality and Water

Resource support groups must respond to these increased regulatory demands .I
Q- CAN YOU IDENTIFY ANY OTHER FACTORS THAT HAVE AFFECTED

STAFFING?I
I
I
I
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Yes. To begin with, the assets acquired from Citizens were being operated with

insufficient staffing. I guess this should not be surprising. Citizens was not

earning its authorized rate of return and had made the decision some time ago to

sell all of its water and wastewater assets in Arizona. Hiring new personnel was

not a top priority. Moreover, in 1999 Citizens operated its Mohave County and

Maricopa County operations as completely separate entities and, of course,

I
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Arizona-Ameriean's Paradise Valley operation was operated as a standalone entity.

Substantial reorganization was required to merge these three separate operations

into a single combined operation.

Q- HOW HAVE THESE TWO FACTORS IMPACTED REQUIRED

STAFFING LEVELS?

I
I

Citizens' understaffing of operations has caused the Company to increase the

number of associates required to serve our customers. We expect that trend to

continue for several years as Arizona-American continues its efforts to adequately

staff its operations. Combining the three formally separate operations into one has

had the opposite effect. Fortunately, the gained efficiency of the combined

operation has significantly offset hiring needs designed to reverse the impacts of

Citizens' historic understaffing.

HOW WERE THESE THREE OPERATIONS CENTERS COMBINED

INTO A SINGLE OPERATING ENTITY?

The reorganization was a two-step process. First, prior to completing the Citizens'

Acquisition, Arizona-American evaluated the organizations and eliminated several

positions that would be unnecessary in a combined operation. Additionally, during

this period, new posit ions were authorized as needed to meet growth and

regulatory demands as well as customer needs. Finally, since the closing in

January 2002, we have continued to reorganize the workforce to maximize the

effectiveness and efficiency of the combined organization.

I
I
I
I
I
I
I
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Q- HOW EXTENSIVE WERE THESE POSITION ELIMINATIONS AND

OTHER REORGANIZATIONS?

They were very extensive. In the two plus years before the acquisition was

completed, 15 full-time positions were targeted for elimination on or prior to the

close, 23 full-time and 1 part-time positions were authorized, and one part-time

13



I

I
associate was moved to full-time. This represents a net increase of 9 positions.

Since the closing, 6 additional full-time positions have been eliminated and 7 full-

time positions have been added for a net increase of 1 position. Thus, the net

increase over the total three-year period has been 10 positions.

Q- DOES THE COMPANY'S RATE FILING TAKE INT() ACCOUNT THESE

STAFFING CHANGES AND OPERATIONAL REORGANIZATIONS?

Yes. Appropriate adjustments for known and measurable changes to associate

salaries and related expenses have been made as more fully explained in the Direct

Testimony of Thomas J. Bourassa.

I Q- DOES THIS CONCLUDE YOUR TESTIMONY?

Yes it does.

1351420.4

I
I
I
I
I
I
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$§'~;AGE TREATMENT AND TRANSPORTATION SERVICES AGREEMENT
BETWEEN THE CITY OF TOLLESON, MARICOPA COUNTY, ARIZONA

AND SUN CITY SEWER COMPANY

I
THIS AGREEMENT, made and entered into this 2 / : r day

of June, 1985, and executed in duplicate originals (each executed

copy constituting an original) by the CITY OF TOLLESON, a municipal

corporation of the State of Arizona (hereinaf tar referred to as

"Tolleson") and SUN CITY SEWER COMPANY, an Arizona corporation

(hereinafter referred to as 'SCSC"):

w I T N E S s E T H:

WHEREAS, SCSC owns and operates a public utility sewer

system and furnishes sewer service to the public located in and

in the vicinity of Sun city, Maricopa County, Arizona, for residen-

tial, commercial, industrial and corporate purposes, pursuant

to Certificates of Convenience and Necessity granted by the Arizona

Corporation Commission; and

WHEREAS, Tolleson presently owns and operates an 8.3

million gallon per day (mud) sewage treatment f facility and has

the obligation to treat up to 2.9 mud for Tolleson and up to.5.4

mud for the city of Peoria (hereinafter referred to as "Peoria");

and

I WHEREAS, SCSC currently obtains sewage transportation

and sewage treatment services from Glendale pursuant to an Agree-

ment, dated April 10, 1979, as extended from time to time; and

WHEREAS, SCSC has been advised by Glendale that Glendale

desires to have Tolleson provide sewage treatment s

SCSC on a direct basis; and

e r v i
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WHEREAS, Beoria has transferred to Glendale sewage treat-

went rights for up to 3.1 mud; and

WHEREAS, t h e C o u n c i l o f t h e C i t y o f T o l l e s o n p a s s e d

R e s o l u t i o n  N o . 457, dated  December l l , 1984 o r as s u b s e q u e n t l y

r a t i f i e d , a u t h o r i z i n g c o n s t r u c t i o n  o f s ewage  t r e a t men t  c apac i t y

for SCSC and establishing the City of Tolleson Municipal Finance

Corporation (hereinaf tee referred to as "Finance Corporation")

to obtain tax-exempt financing for the construction of said sewage

treatment capacity;

now, THEREFORE, for and in consideratzionof the foregoing

and of the mutual covenants and agreements herein contained, the

par ties hereby agree as follows:

ARTICLE I

DEFINITIONS

The following terms will be utilized in this Agreement

and have the following meanings within this Agreement:

Annual User Fee . The an n u a l c o s t f o r the f i x e d

charges associated with Tolleson providing, upon SCSC's demand,

I sewage transport ration and treatment services to SCSC during. the

first 20 years that said services are provided pursuant to th is

Agreement. The Annual User Fee as presently estimated is set

forth on Exhibit A, attached hereto and incorporated herein by

reference for all purposes.

A will be revised to reflect the actual principal amount, interest

Upon issuance of the bonds, Exhibit

rates and redemption dates of the bonds.

-2-
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Tolleson Wastewater Treatment Plant (WWTP) .

wastewater treatment f faci l ities owned and operated by Tolleson

2. The

that are existing and operating at the wastewater treatment plant

site as of the date of this Agreement.

Plant Expansion. The additional plant that will

be added to the WWTP, including the SCSC Service Facilities of

5.2 mud, the SCSC Service Tie-Line and the Peoria Service Facili-

ties of at least 2.0 mud.

3.

4. SCSC Service Facilities. The portion of the Plant

flow basis.

Expansion which is necessary to provide Sewage Treatment Services

for SCSC of 5.2 mud average dry weather flow on a maximum monthly

The wet weather peak flow shall be 10.4 mud on a

peak hourly basis and dry weather peak flow shall be 8.0 mud on

a peak hourly basis. SCSC Service Facilities also include the

SCSC Service Tie-Line. All such f facilities are to be financed

by bonds issued by Finance Corporation.

5. Peoria Service Fac i l i t ies . The par son of the

Plant Expansion which is necessary to provide Sewage Treatment

Services o f  a t l eas t 2.0 mud for Peoria, with hydraulic pea_king

services to at least 4.0 mud on a peak hourly basis, and which

are to be financed by separate agreement between Tol leson and

Such f facilities may include additional total sewage treat-

ment and transport ration services, as acknowledged in Ar ti le II,

Peoria.

Section 5, Paragraph 4.

6. Expanded Facilities. The entire 15.5 mud capacity

wastewater treatment plant, including the SCSC Service Facilities

.3-
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of 5.2 mud, the SCSC Service Tie-Line, the Peoria Service Facili-

ties of 2.0 mud and the existing WWTP of 8.3 mud.

by the par ties that the final determination as to the management

and operation of these f facilities shall remain with Tolleson.

It is agreed

7 . 99 th Avenue Interceptor. The 36-inch, 42-inch,

._-_- 54-inch, 60-inch and 66-inch diameter sewage transmission facili-

ties, along 99 th Avenue, including all appurtenant structures,

running from approximately the intersection of Olive Avenue and

99 th Avenue to the southern terminus of the 42-inch pipe immedi-

ately south of the diversion structure located at approximately

99 th Avenue and Van Buren Street.

Sewage Treatment Services.

vices referred to herein, unless otherwise noted, refer to treat-

8. Sewage treatment ser-

went of the maximum monthly average daily flow.

SCSC Serv i ce T i e - L i ne .9. The f fac i l i t i es to be

constructed under this Agreement connecting the 99th Avenue

Interceptor to the Tol leson Wastewater Treatment Plant.

f faci l i t ies wi l l interconnect a t  e i the r  Po i n t 18 or Po int A  as

Such

set for to in Exhibit B attached hereto and by reference incdrpo-

Saidrated herein for the purpose of identify Ying sa id Pa in ts .

f facil ities may include a gravity main or a force main and l it t

station, subject to engineering review of scsc and Tolleson, and

may include additional transport ration capacity for Peoria or other

users which are acceptable to To l leson for  use o f the Expanded

Facilities.
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ARTICLE 11

SCOPE OF AGREEMENT

Section l - SCSC Treatment and Transpor ration Service Requirements

Subject to the terms and conditions hereinafter

set forth, Tolleson shall provide sewage treatment and transpor-

tation services to SCSC to accommodate the residential, commercial,

industrial and corporate sewage treatment service requirements

within SCSC's service areas in Maricopa County, Arizona, shown

on Exhibit C attached hereto and incorporated herein for all

purposes, and in any additional areas which may be served by SCSC

in the future.

SCSC shall provide notice by car tiffed mail to

the Tolleson City Manager and the Director of the Tolleson Waste-

water Treatment Plant of any of the following: (a) change in

the cer tificated area of SCSC, (b) any additions to the service

2.

area, or (c) any changes to the area described in Exhibit c.

Such notice shall include estimated increases in flows by customer

classification as a result of the additional territory.

Tolleson shall provide 5.2 mud of Sewage Treatment

Services and related transport ration services to SCSC .at all times

following completion of SCSC Service Facilities.

3.

It shall be the responsibility of Tolleson to notify

SCSC when SCSC's maximum monthly average daily flow has exceeded

4.

|

80% ~of the contracted service capacity of 5.2 mud for three consecu-

When addit ional f lows noticed pursuant to Ar t i l e

I I , Section l, Paragraph 2 will cause SCSC's flows to exceed 95%

five months.

-5-



of the contracted service capacity, SCSC shall not add additional

I customers without the written consent of Tol leson. Such consent

wi l l  no t be unreasonably withheld. Fur thermo re, it shall be the

responsibility of SCSC to advise Tolleson, within 120 days at tee

receipt of the 80% notification, what SCSC plans to do so as not

to exceed its existing contracted service rights. The par ties

agree to abide by existing United States Environmental Protection

Agency (hereinafter referee to as USEPA) rules and regulations,

and to establish a time schedule of events necessary to comply

with providing additional capacity, if such capacity is needed.

Section 2 Term and Renewal of Agreement

Tolleson shall employ its best error ts to provide

I
I

sewage treatment and related transport ration services pursuant

to this Agreement on or before July 1, 1988. This Agreement sNail

continue in full force and effect until June 30, 2028.

2. Not later than June 30, 2026, both Tolleson and

SCSC shall commence negotiations for continuation, extension or

renewal of this Agreement.

I Section _3 - Alternative Sewage Treatment

Nothing in this Agreement shall be construed to prohibit

SCSC or Tolleson from entering into any sewage treatment agreement

with any other person, corporation, firm, municipality, or utility,

soloing as SCSC remains liable to fulfill its minimum financial

obligations under this Agreement, and so long as Tolleson remains

liable for providing the transport ration and treatment services

I
I
I
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e other agreementsto be provided in r this Agreement and to

do not increase costs to SCSC.

Sewage Delivery

1. SCSC proposes to contract with Glendale to extend

the terms of the April 10, 1979 Agreement to include sewage trans-

por ration and treatment services until the date Sewage Treatment

Services are made available to SCSC by Tolleson. .

Section 4

I
I

2. SCSC will deliver sewage to the Expanded Facilities

via the 99th Avenue Interceptor.

3.

I

I

SCSC proposes to contract with Glendale to increase

SCSC's capability in the 99 th Avenue Interceptor between Point

1 and the SCSC Service Tie-line from 7.06 mud peak hourly inter-

ceptor flow to 10.4 mud peak hourly interceptor flow;

Section 5 - Additional Sewaqe Treatment Facilities

TollesOn shall finance, engineer, construct and

install or cause to be financed, engineered, constructed and

installed all sewage treatment and transport ration f facilities,

defined as the SCSC Service Facilities which, when combined withI
I
I
I

the usufructuary interest in the Tolleson Wastewater Treatment

Plant (WWTP) are necessary for and capable of treating and trans-

por ting wastewater flows of 5.2 mud and a peak hourly flow of

10.4 mud for SCSC. It is understood by and between the par ties

hereto that the legal title of the WWTP and the Plant Expansion

under this Agreement shall remain in Tolleson, and that the re-

lationship between the parties hereto is that at independent con-

tractors, and not that of partners or Joint venturers. Such f acili-

ties shall meet the Arizona Department of Health Services standard

-./._
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design criteria and meet all National Pollutant Discharge Elimina-

son System Permit requirements.

2. Tol leson shal l contract with Brown and Caldwell

I
I

for engineering design and construction inspect ion serv i ces

necessary for the 7.2 mud expansion of the existing 8.3 mud waste-

water treatment plant and the SCSC Service Tie-Line. Said engineer-

The agree-

i n services agreement shal l  be reviewed and approved by scsc

prior to the execution of that agreement by Tolleson.

went shal l  be provided to SCSC by cer t i f fed mai l . SCSC shall

submit its comments and changes within 7 working days of receipt

of the agreement or the agreement shall be deemed approved.

shal l  be noti f ied of the design review meetings at the l0%, 50%,

SCSC

75% and 95% design stages, and shal l  have an opportunity to be

in attendance fo r review and comment at those meetings. The f inal

design of said Plant Expansion shal l be reviewed and approved

by SCSC pr ior  to  construct i on of  sa id  P lant  Expans ion,  whi ch

approval shall not be unreasonably withheld.

option, may request that Peoria par ticipate in the various stages

of engineering and construction as set for to in this Paragraph

Tol l eson,  at  i t s

2.

3. Tolleson shall proceed with (a) financing and (b)
I
I engineering upon execution of this Agreement. If ,  subsequent

to said execution the conditions precedent contained in Article

V, Section l hereof sha l l  not  have been fu l f i l l ed, SCSC shal l

be  l i ab le to Tolleson only for Tolleson' s actual out-of-pocket

costs incurred for (a) financing, as agreed upon between SCSC

.8-
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and bond counsel and bond consultant and (b) tor engineering,

in an amount not to exceed $45.0u0.

Tolleson and SCSC acknowledge that the Plant Expan-

sion will also accomrnocxate an additional flow of at .Least 2.0

4.

I

mud for Peoria, and may include additional transport tatzlon capaclty

i n the SCSC Service T1e-Line for Peoria or other users of the

Expanded Facilities acceptable to Tolleson.

those other users shall snare in the benefits of the resulting

economies of scale by having the costs, including but not limited

to engineering, bidding, star t-up, and final acceptance costs,

allocated in direct proportion to the respective Sewage Treatment

Services contracted for by Peoria and SCSC for the Plant Expansion

and allocated in direct proportion to the respective peak hourly

flows Contracted for by Peoria, SCSC and other users of the SCSC

Peoria, SCSC and

Service Tie-Line.

5. Tolleson and SCSC acknowledge that Peoria may desire

Such capacity shall4.0 mud of capacity in the Plant Expansion.

increase the total capacity of the Plant Expansion, but shall

not alter the methodology of cost allocation contained in Ar tile

11, Section 5, paragraph 4.I
I

The par ties acknowledge that Tolleson proposes

to enter into a new agreement or additional amendment to its

existing Agreement with Peoria. That contract will modify the

terms and conditions set forth in the Tolleson/peoria Waste Water

6.

Agreement dated April 6, 19787 Addendum Nos. 1, 2, 3, and 4 which

collectively provided the tallowing: (a) Sewage Treatment Services

.g-



of 2.3 mud for Peoria and for an additional flow of 3.1 mud, the

rights to said 3.1 mud Peoria transferred to Glendale pursuant

to the Glendale-peoria Agreement for Wastewater Treatment, dated

November 14, l980; (b) Engineering, construction and installation

of f facilities for an additional 2.0 mud of Sewage Treatment

Services at the Tolleson Wastewater Treatment Plant, thereby

increasing the total available sewage treatment capacity from

I
7.

8.3 mud to 10.3 mud.

The par ties acknowledge that Tolleson proposes

to execute a separate contract with Glendale for ts existing

Sewage Treatment Services of 3.1 mud.

Tolleson agrees that any agreement with a munici-8.

polity or modification of an existing municipal agreement, re-

harding the provision of sewage treatment services entered into

after the execution of this Agreement shall not contain any term

or condition that results in any rates, charges, duties, respon-

s ib i l i t i e s , or assumption of l iabil ity regarding the capital

allocation or operation and maintenance expense allocation more

favorable to the other par to than the terms and conditions provided

for in this Agreement. SCSC acknowledges that Tolleson may have

existing agreements which provide terms and conditions more f avor-

able than the terms of this Agreement to which this provision

shall not apply. No future agreement voluntarily entered into

between Tolleson and any other person or corporation shall operate

to increase the sums payable by SCSC hereunder.

.10-



l
9. SCSC specifically retains the right to approve

the following:

Any reference to SCSC or Citizens Utilities

Company, hereinafter referred to as the Guarantor, in any official

a .

I

statement, offering memorandum, or any other financing documents

or publications distributed in connection with the financing under

Article II, Section 7, Paragraph 1.

The bid documents to be circulated solicitingb.

bids on the construction of the SCSC Service Facilities.

The bid process and selection .of a contractor.

d. The form of the construction contract including

the schedule of construction draws and the

method of requesting and approving c h a n g e

orders.

The above shall be provided to SCSC by cer tiffed mail.

SCSC shall submit its comments and changes within 7 working days

of receipt of the documents, or the documents shall be deemed

approved.

It is agreed by the par ties that the construction

contract shall include a provision that requires the.SCSC Service

10.

Facilities to be completed so as to provide treatment of SCSC

flows on or before July 1, 1988, and that f allure to so complete

construction will result in liquidated damages payable by the

contractor to SCSC in the amount of SCSC's obligation under Rate

for each month until the SCSCComponent One of this Agreement

Service Facilities are providing said services to SCSC. Said



performance and iiquldated ciamages shall De bonded to the satlsf ac-

tlon at scsc. The prime responslbiilty tor entorclng tels provi-

s o o n a g a i n s t the contractor or 1t:s bond shall be with SCSC.

Tolleson snail provlde its :all cooperation to scsc in entorclng

this provision.

Tolleson agrees that it will provide, and will

require any contractor utilized in the engineering, construction

or installation of SCSC Service Facilities to provide, all records

of work performed and the cost tnereor, and that it w111 provlcie

for a f 1nal pro sect auclit by SCSC internal auditors and/or by

an 1 noepenoent cer t1r 1eo pubJ.1c accounting firm acceptable to

Tolleson and SCSC. Any cost involved in the project audit shall

De borne by SCSC and to the extent posslbie shall De paid tram

the proceeds of the tlnancing under Ar tlcle 11, Sectlon 7.

Section b Pronlblted Discharges

Subject to Paragraph 2 at t'.h1 s Sectlon b, SCSC

snail not discharge or permit to oh discharged 1 nto any serv 1ce

line or 1 nto the sewage to be treated under th1 s Agreement any

of the suoscances in excess at :Ne 11m1 ts set rora in C 1ty

of Tolleson Ordinance No. 223 N.S. dated Apr ll 12, 1983, and

as such ordinance is required to be amended by USEPA mandate.

Tolleson shall notify SCSC of any proposed amendments,

mod1t 1cat1ons or promuigatlon of usE pA requirements or any other

2.

any requirement under the amended or moG1t 1ed ordinance.

USEPA guidelines as a c:ond 1t:1on to SCSC's obligation regarding

SCSC

.12-



I
shall have 60 days from receipt of the notice of the et te<:t1ve

date or such amended or modir 1ed ordinance w1 th1n wnlcn to comply

with the amended o r  mod i f l e d  o rd i nance . In the event  the USEPA

compliance date is less than bU Gays, scsc snail comply w1 th

the USEPA mandated effective date.

3. Tolleson shall provide immediate telephone notice

to SCSC, toiiowed by written not 1ce wlthln seven days, or receipt

of notice to Tolleson of the USEPA mandate. SCSC shall have

the rlgnt to contest any USEPA proposed amendment or moo1r 1cat1on

o f e x i s t i n g USEPA r u l e , r e g u l a t i o n or  gu ide l ine . . Such contest

sna i l  D e  a t  s c s c ' s  e x pense . To l l e son  w i l l  coope ra te  w  1 tn SCSC's

Any penaltycontest at the USEPA action or proposed action.

resulting tram the challenge snail De borne by SCSC.

Tolleson shall have the right to enter onto and4.

i n spe c t  any  s c s c  p r ope r  T y  o r  f a c i l i t y , or  scsc  customer proper Ty

or  f  ac i l l t y to the extent SCSC has such rlght, for the purpose

of monitor ing compilance wltn t is Prorubltea Dlscnarges requlrementz.

FlnanclnqSection 7

Tolleson, through the Finance Corporation, s.hall

cause tax-exempt 1 ndustr1a1 development bonds to be 1 ssuec1 i n

amount of $13,935,000 to pay costs associated wlth construction

and 1 nst;a11at'.1on or the SCSC Service I-laci11t1es, 1nc1ud1ng, but

not 11m1ted to, flnanclng, engineerlng and the fee for the usufruc-

teary interest tor service rights to the ex1 st1ng Tolleson Waste-

water  Treatment  P lant:  tac1  l i t1es necessary  to prov ide  the  serv ices

The amount to De f i n a n ce d w i l l be ne t a tunder tels Agreement.

,13-



any allowable inter c earnings on those funds iring the construc-

The usufructuary interest amount of $500,000 for

service rights to existing Tolleson Wastewater Treatment Plant

f facilities shall be paid to Tolleson subsequent to issuance of

said bonds and satisfaction of all conditions precedent contained

son period.

in Ar tile V, Section l.

Tolleson shall retain for the purpose of this bond

issuance, Rauscher Pierce Refsnes, Inc. as a bond consultant and

2.

Gust, Rosenfeld, Divelbess & Henderson as bond counsel.

3. At SCSC's election, Tolleson shall use its best

error ts to cause the b o n d s t o be r e f u n d e d a n d n e w b o n d s to be

issued in an amount sufficient to sati sf y all principal, interest

and other costs associated with the bonds referred to in Ar tile

II, Section 7, Paragraph l, provided (a) that SCSC shall reimburse

Tolleson and the Finance Corporation for the cost and expense

of the refunding and (b) that TollesoN shall have no obligation

to cause any such refunding if nationally recognized bond counsel

sati sf actors to Tolleson and SCSC cannot opine that interest on

the refunding bonds (other than bonds held by substantial users

and related persons) would be exempt under Section 103 of the

Internal Revenue Code, as amended. In the event that refunding

I
bonds shall be issued, Rate Component One shall be adjusted accor-

singly.

4. SCSC shall have the right to review and approve

the entire scope of work of the bond consultant and bondand fees

.14-
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counsel, and Toll».-on shall not execute any agreement with said

I consultants per talnlng tO the bond 1 ssue prior to such written

approval. such approval shall not be unreasonably withheld.

It is agreed by the par ties hereto that the bonds to be issued

under th1 s Agreement shall not be issued until the Cond 1t1ons

Precedent in Art 1cle V, Sectlon 1 have been tultllled.I
I 5. SCSC spec  1 f i ca l l y  re ta i ns  the  r i gh t  to  approve

the rollowlng:

The amount of the t 1nanc1ng necessary to fund

the engineering, construction, instal lat ion and 1~nterest during

construction of SCSC Service Facllltles, the financing costs associ-

ated w 1th the 1 ssuance of the bonds, the form of Indenture to

A.

be issued by Finance Corporat 1on and any Agreement between Tolleson

and Finance Corporation regarG1r\g the SCSC Service Fac i l l t l e s .

I
The Indenture and Agreement to be approved under this Paragraph

PA snail not be amended without the prior wr1t:ten consent at SCSC.

The select ion of the trustee to be ut1 l1zedB.

during the term at the bonds to be issued by Finance Corporation.

I t i s agreed by the par ties that the trustee will be a national

o r state bank domlclied i n Arlzona.

6. Tolleson shal l cause bond counsel to issue a re-

glance letter to SCSC at the bond closing permitting SCSC to rely

upon bond counsel's op 1n1on that the bonds have been legally and

vailaly issued, and t at under laws, regulations, ruilngs and

decisions existing on the date of 1 ssuance of the bonds interest

I
I
I
I on the bonds is not subject to tederai income tax uncled Section
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103 of the Interns..- Revenue code of 1954, as .mended except with

I
I

respect to interest on any bono tor any period during which any

such bond is held by a person who is a substantial user of the

project or any related person within the meaning or Section lO3(b)

of the Internal Revenue Code of 1954, as amended.

7. Tolleson covenants to SCSC that it Elli covenant

w 1th F 1nance Corporation to provloe the roliowingz

A. Finance Corporation will not amend the Inden-

ture wlthout Tolleson's consent.

I
I
I

B. Finance Corporat 1on shall enforce the terms

o f the Indenture and not wa 1ve such terms without Tolleson's con-

sent.

8. Tolleson covenants to SCSC:

A. That it will hold Finance Corporation to the

covenants set forth in Paragraph 7 above, anti enforce those against

Finance Corporation.

B. That it will not consent to any waiver of

Paragraph 7 above, without SCSC's consent.

c. That it w1.Ll not amend the Tolleson/Finance

Corporation agreement and w111 enforce that agreement against

Florance Corporation in accordance with its terms.

9. It is specifically agreed by the par t1 es that SCSC

snail have no direct iiaoiilty to the holders at the bones issued

by Finance corporation or to the Trustee for the payment of pr1nc1-

pal and interest. SCSC does not in any way guarantee any of

Finance Corporat;1on's ob1 igat;1ons to said bond holders, but: is

I
I
I
I
I
I
I
I
I
I



SCSC acknowledges that the

payments of Rate Component One under this Agreement will be as-

s 1gned and pledged to Finance corporation and in turn assigned

and pledged to the Trustee under the Indenture to secure payment

of pr 1nc1pal and interest on the bonds issued by F 1nance Corpora-

respons 1ble only for performance in accordance with the terms

and con<11 t1ons at this Agreement.

son.

10. Tolleson shall not, and shall not permit Finance

Corporation co, exercise any optional redemption of the bonds

without the prior written consent of SCSC.

scsc shall have no 1 iab1l1ty to Tolleson or any

other person as a result at the r 1ghts at approval granted to

SCSC hereunder.

Section 8

In the

I
I
I
I
I
I
I
|
I
I
I
I
I
I
I

Billing and Payments

Rate Component One shall be due and payable on

the first of each month commencing September 1, 1988.

event such payment is not timely received by the trustee, the

trustee shall give written notice to scsc, whereupon SCSC shall

wire said funds to the trustee within two business days.

event a failure by SCSC to pay any installment at Rate Component

One on a timely basis results in the acceleration of payments

of principal Ana interest on the bonds issues by Finance Corpo-

ration, all remaining payments of Rate Component One as set for to

in Ar tile iv, Section 2, Paragraph lA, shall become immediately

due and payable, to the extent necessary to pay the accelerated

In. the

I
I
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I
payments of pr1nc 1pal and accrued interest on such bonds and

costs payable by Finance Corporation under the bono indenture.

Involces rendered pursuant to the Rates and Charges

set forth in Ar tile Iv snail De submitted monthly to SCSC by

2.

the flt to of the month and shall contain statements of the meter

readings at the beginning and at the end at the monthly billing

period, itemized charges for services rendered and such other

per:t1nent invoice data as may be required by scsc.

pay each invoice so rendered wit:h1n twenty-five (25) days of the

SCSC s n a i l

receipt thereof.

3. Should SCSC dispute any par son of the monthly

D1ll 1ng, other than Rate Component One which shall not Oe disputed,

the following procedure shall be utilized.

payment shall not be withheld, but may be contestedA.

B.

pursuant to Paragraphs B through D herein below.

SCSC shall provide written notice to Tolleson withln

so days of the receipt or the monthly invoice set-

ting forth the Das ls for the dispute and indicating

the contested dollar amount.

c. The disputed matter, if not other vi.se resolved,

shall be submitted to arbitration w1t;hin 30 days

of the notice provided under Ar tlcle II, Section

I
I
I
I
I
I
I
I
I
I
I
I

8, Paragraph 3.5.

in accordance w1 th the Arizona Uniform Rules of

Arnitzration snail be c o n d u c t e d

Procedure tor Arb1 trat1on •

.18-
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I
D. The arbiter's decision shall also award the pre-

vailing party simple interest on the amount awarded,

computed daily at a simple annual interest rate

equal to two percentage points above the prime

interest rate of the trustee as established on

the first day of the month in which the decision

is rendered, plus reasonable attorneys' fees and

actual costs incurred.

I n the event SCSC does not make timely payment

o f  To l l e son  i n vo i ce s f o r Rate Component Two or .Rate Component

Three, there shall be assessed a late penalty from the due date

to the date paid, computed daily on a simple interest basis at

an annual interest rate of two percentage points above the prime

interest rate of the trustee as established on the first day of

4.

the month in which the payment was due, plus reasonable attorneys'

fees associated with collection of the payments.

Performance of the Rate Component One portion of

this Sewage Treatment Services Agreement by SCSC shall be guaran-

teed by SCSC's parent corporation, Citizens Utilities Company,

ARTICLE 111

5.

TECHNICAL PROVISIONS

Section l Measurement of Sewaqe Quantities

A11 sewage delivered by SCSC to Tolleson shall be mea-

sured by the existing metering equipment owned by SCSC and located

in SCSC's metering structure located approximately 1000 feet north

of the intersection of Olive Avenue and 99th Avenue. Such metering

.19_
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I
I
I

I

equipment includes an l8-inch Par shall flume, Fisher Porter Model

No. low 1940, with indicating electronic recorder/totalizer, Fisher

Porter Model No. Sl-1102 and electronic transmitter, Fisher Porter

Model No. 50 Us llllAl. All flow is measured in thousands of

gallons and flow data is transmitted to the Tolleson Wastewater

Treatment Plant through telephone lines leased by SCSC.

Section 2 Meter Tests

In the event that the meter installed for measuring

I
I

the quantity of sewage delivered to Tolleson f ails to register,

Tolleson and SCSC shall establish the duration during which the

meter f ailed to register and the estimated quantity of sewage

delivered through such meter during such period and, upon agree-

ment, an appropriate adjustment based on the procedure set for th

in Paragraph 3 herein below shall be made in the amount billed

to 5€$€»»

2. The meter installed for measuring the quantity

of sewage delivered to Tolleson shall be tested for accuracy every

six months. The par ties hereto shall also have the right, upon

written notice to the other, to demand and have a test made- of

the accuracy of the meter installed for measuring.the quantity

of sewage delivered The expense

test shall be borne by SCSC and the expense of any additional

requested meter test shall be borne by the par to requesting the

test. Tests shall be performed by a mutually agreed upon agency

or corporation and the results of such tests shall be furnished

to both Tolleson and SCSC. If any such test shows any meter to

to Tol leson. of the semi-annual

I
I
I
I
I
I
I
I
I
I
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3.

be registering within two percent, plus or minus, of the correct

quantity, it shall be considered accurate. In the event a meter

is determined to be inaccurate, an adjustment for the flows above

or below the stated range shall be made to the recorded flows

for one-half of the period since the last meter test.

In the event the meter f ails to record any flow,

the average daily flow determination for any unmetered period

shall be calculated using the fourteen (14) day period just prior

to and the four teen (14) day period subsequent to any unmetered

period as the average daily flow for the period not metered due

to equipment f allure.

I
I
I
I
I
I
I
I ARTICLE IV

RATES AND CHARGES

lA.

Section l - Commencement of Payments

Commencing September l, 1988, SCSC shall pay Rate

Component One as set for to in Ar title Iv, Section 2, Paragraph

During its applicable term, this rate component shall be

unconditionally paid by SCSC, irrespective of whether SCSC has

received an invoice therefor. o

Commencing the first month after the date on which

the Maricopa County Health Department issues its operating permit

for the Plant Expansion and after which sewage is first treated

in the Plant Expansion, SCSC shall make monthly payments to Tolle-

son for Rate Components Two and Three. Monthly invoices received

by SCSC from Tolleson for Rate Components Two and Three shall

be subject to audit at SCSC's expense.

2.

I
I
I
I
I
I
I
I
I
I
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I
I Section 2 ueterminatlon of Payments

Said monthly 1nvo1 ces shall consist of the sum

of the tollowlng Rate Components:

rate Component one

Fac 111t1es.

A. User Fees For SCSC Service

I
I

Rate Canponent One shall be one-twelf to

of the Annual User Fees on the twenty-year tax-

exempt bonds, the proceeds or which were used to

finance, engineer, construct and lrxstall the SCSC

I
I

Service Fac 111ties and pay the usurructzuary Ree

tor Sewage Treatment service rights to existing

Tolleson Wastewater Treatment Plant tac111t1es

(usutructuary interest), as set forth in Ar tlcle

LI, section 7, all necessary to provide Sewage

Treatment Services of 5.2 mud Ana the related

transportation services pursuant to th1 s Agreement,

plus reasonable monthly fees of the trustee. Any

amounts collected tor pond reserve or bond interest

coverage shall be applied aga 1nst principal and

interest payments due at the era at the bond 1 ssue

so that no credit balance remains after the bonds

are rally retired. Any Excess Construction Funds

as defined in the bond indenture shall be applied

agalnst prlncipal payments as they f irst become

due and payable. The User .Fees shall be adjusted

I
I
I
I
I
I
I to reflect those .Lesser principal requirements.

I
I
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I
I This User Fee shall cease upon retirement: or redemp-

tion of the bond issue, whichever occurs first

I

and shall be adjusted to the actual principal and

interest cost in the event there is a par rial redemp-

tion of the bonds. Tolleson shall or shall cause

I

Finance Corporation to direct the trustee to deposit

all monthly User Fee payments in an interest bearing

escrow account held by the bond trustee, which

account shall be used by Tolleson to make bond

|

B.

principal and interest payments. Interest earned

on any funds, including but not limited to bond

reserves or interest coverage reserves, held by

Tolleson, the Finance Corporation, or the trustee,

shall be applied to reduce Rate Component One.

All investment earnings, net of payments required

to be made to the United States government or other

par ties, resulting from said deposits shall be

applied annually to reduce SCSC's Rate Component

One obligation under this Agreement.

Rate Component Two Operation and-Maintenance

Charge For Sewage Treatment ServiCes.

portent Two shall be the charge for the pro rata

portion (on an actual flow basis) of the operation

and maintenance expense, as defined herein, for

treatment of the sewage delivered to Tolleson

Rate Com-

I
I
I
I
I
I
l

by scsc. Rate Component Two shall be computed

.23-
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the difference in monthly.meter read-

ings, multiplied by the operation and maintenance

expense per thousand gallons of sewage treated

at the Expanded Facilities, applicable to SCSC,

Peoria and Tolleson, and adjusted for the operation

and maintenance expenses assigned to Tolleson and

Sunland Beef Company (Sunland) under the terms

or an agreement between Tolleson and Sunland dated

March 29, 1983.

as follows:

I
I
I

Said operation and maintenance

expense per thousand gallons shall be established

each July l fiscal year and shall be the average

expense per thousand gallons actually incurred

by Tolleson during the twelve months immediately

preceding the revision or this Rate Component Two.

The first year charge shall be based upon the design

engineer's estimate tor first year operation and

maintenance expenses and shall be mutually agreed

The operation and maintenance expense cate-

gories to be utilized in this Rate Component Two,

and the estimate or first year expenses to be used

for the July 1 fiscal year 1988 are listed in

Exhibit D, attached hereto and incorporated herein

upon.

I
I

for all purposes. In subsequent years the operation

and maintenance expenses shall be computer as the

prior years actual operation and malntenance ex-

sense, adjustzea by the average at the prior three

I
I
I
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I
years CPI-U Phoenix f actor not to exceed ten

percent. At; the end at each July 1 fiscal year,

a reconciliation of the actual operation and maln-

tenance expense per thousand gallons versus the

estimated operation and maintenance expenses per

thousand gallons shall be conducted. The devia-

tion per thousand gallons times the quantity of

sewage actually treated during that July l f isca l

year shall be credited/charged to the appropriate

par Ty, or par ties so as to permit the recovery

of actual costs . This reconc i l i at ion o f  actual

costs shall also lnciuae interest for a stipulated

six-month period at the pr 1me interest rate of

the trustee as estabiisheci on the first day of

I the month in which the payment is due. This true-

up at operation and maintenance expenses sn a i l

be made on the August monthly billing.

c. Rate Component Three

Reserve.

Replacement and Contingencies

Rate Component Th ree s h a l l De a cha rge

credited to the Replacement and Contingencies Re-

I
I

serve, which Reserve snail be interest bearing.

Each month the sum of $1,500 shall be charged until

SCSC's prep or tiorxate snare at such Reserve, in-

cluding the interest thereon, aggregates the sum

The SCSC proper titanate share or this

Reserve is subject to adjustment to reflect the

o f $9UIUUU.

.25-
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SCSC proper titanate share of the reserve necessary

tor "Replacement" as defined by the USEPA regulation

(Federal  Register , September 27, 1978; Appendix

B to Ti tle 40, Chapter 1, Part 55, Subpar t E, and

as may be amended from t 1me to tlme) and as approved

by the USEPA. Thereafter, this Rate Component

Three shall not be charged and the interest accrued

thereon shall be use cl to reduce Rate Component

Two, except that when any money is pa 1d out of

such Reserve tor the purposes authorized below,

Dilling of Rate Component Three shall be resumed

at the atoresalci monthly sum. Interest snail accrue

to the reserve and such payments and accruals shall

De made until such Reserve has been restored to

the aggregate amount of $90,000.

to said Replacement and Contingencies Reserve shall

be used only for the payment of SCSC's pro rata

share (on a capacity basis) or the cost or extra-

ordinary maintenance, necessary repairs and routine

replacements, the payment tor which no other funds

are available, in order that the Expanded Facilities

may at all times be able to treat the sewagede-

livered under this Agreement. A11 earned interest

attributable to SCSC and monies remaining in said

Replacement and Contingencies Reserve at the expira-

tion at this Agreement or any extension at this

Moneys credited
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Agreement shall be paid to SCSC by Tolleson within

bU days at said expiration or extension.

Should capital expenditures for completion of or

additions to the Expanded Facilities be required tor the benefit

of SCSC, which additions and expenditures shall be approved by

SCSC i n advance at construction, Tolleson shall use its best

2.

I

error ts to arrange for funding such additions at the lowest:

poss 1ble cost avaliable to municipalities. SCSC agrees to pay

an additional monthly charge equivalent to the prlncipal and

interest and all other reasonable expenses applicable. to its propor-

titanate share of such additions.

3. Calculation of Rate Component Two and Three payments

to Tolleson during the first year or operation shall be prov 1c1ed

by Tolleson to SCSC at least n1net;y (90) days prior to the date

sewage is to De first delivered hereunder.

Tolleson audit of financial data differ from the unaudited flnan-

Should the annual

c 1al oatza, the appropr 1ate as justment shall oh make on the sub-

sequent anniversary date for revision of the rate components.

4. No other rate components or charges other than

those listed in Article IV herein shall be applicable to services

provided to SCSC by Tolleson pursuant to this Agreement.

acknowledged by the parties that certain operation and maintenance

expense categories covered byAr t 1c1e Iv, Section 2, Paragraph

l.B, and as set for to in ExhiD1t D may De unknown at the time

of execution of this Agreement. Those additional operating and
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maintenance expenses and fees that are required to meet subse-

quent legal and regulatory requirements to operate the plant,

but not such costs as set forth in Ar tile V, Section 3, Paragraph

In the event such4, shall be allowed in Rate Component Two.

charges are imposed by any governmental entity, SCSC may instruct

Tolleson not to pay such charges or to pay them under protest.

SCSC shall hold Tolleson harmless in that event and SCSC may defend

Such protest by SCSCagainst those charges at its own expense.

shall not be considered a def aunt under this Agreement.

SCSC's obligation to make Rate Component Two and

Rate Component Three Payments are sub jec t to the p r o v i s i o n s o f

5.

Article v.

Section 3 - Excess Flow Consideration

So as to protect Tolleson from the receipt of flows

from SCSC i n excess o f those average d a i l y f lows f o r the maximum

month contained in Ar t i le I, Paragraph 4, the SCSC Service Fa-

c i l i t i es  to  be constructed under this Agreement sha l l provide

the necessary f faci l i t ies to l imit wastewater f lows into the Tol-

leson Wastewater Treatment Plant.

s ha l l require Tol leson ' s prior written approval.

shall not be unreasonably withheld.

Such flow-limiting devices

Such approval

2. In the event SCSC elects  to share ut i l i zat ion of

the services under this Agreement wi th other users, SCSC wi l l

provide contractua l l y wi th the other  user  or  users  for  a  f  a i l -

safe flow-limiting procedure to preclude the possibility of SCSC
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exceeding its average daily or peak flow limits.

limiting procedure must have Tolleson ' s prior written approval.

3. It SCSC is unable or unwilling to limit their flows

Tris flow-

to those referenced in Ar title Iv, section 3, Paragraph 1, it

is agreed that SCSC shall pay to Tolleson the following consi-

deratlon tor Tolleson treat 1ng sewage in excess at the average

daily flows for the maximum month flows untier Ar ti le I, paragraph

4:

A. I f flows exceed the allowable average gallon

per day rate tor the maximum month under this

Agreement, the payment to Tolleson shall be

the sum equal to 2:>% at the t o t a l Rate Com-

portent Two paid by SCSC for the 30-day period

in which the violation occurred.

B. If flows exceed 105% of the allowable average

gallon per day rate tor the maximum m o n t h

under th1 s Agreement, the payment to Tolleson

small De a sum equal to 50% or the total Rate

c.

Component Two paid by SCSC for the 304day

period in which the violation occurred.

It flows exceed ll 0% of the allowable average

gallon per day rate tor the maximum month

under th1 s Agreement, the payment to Tolleson

shall be the sum equal to 75% at the total

Rate Component Two pald by SCSC for the 30-day

period in which the vloiation occurred.

I .29-



D.

I

If flows exceed 115% of the allowable average

gallon per day rate for the maximum month

under this Agreement, the payment to Tolleson

shall be the sum equal to 100% of the total

Rate Component Two paid by SCSC for the 30-day

period in which the violation occurred.

The payments under Ar tile Iv, Section 3, Paragraph

3 shal l  not be cumulative and shal l  be the exclusive remedy of

Tol leson for excess flows, subject to the provisions of Ar ti le

4.

II, Section l, Paragraph 4.

ARTICLE V

GENERAL PROVISIONS

Section 1 - Conditions Precedent

This Agreement is expressly subject to and condi-

tioned upon the following events, which may be waived by SCSC

providing written notice to Tolleson:
I
I The Federal Energy Regulatory Commission's

approval  o f  the guarantee by Ci t i zens Uti l i t i es Company, or  a

disclaimer of jurisdiction by the Federal Energy Regulatory Commis-

A.

I soon.

B. The approval of this Agreement by the Arizona

Corporation Commission.

The approval by the Arizona Corporation Commis-

sion of a surcharge for recovery of al l costs under this Agree-

ment which, in SCSC's sole judgment, wil l , in f act, enable SCSC

to recover all of the costs to SCSC resulting from this Agreement.

c.
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I
The execution of the sewage transport ration

services agreement with Glendale provided for in Ar ti l e  I I ,

D.

Section 4, Paragraph 3.

E. The issuance of the bonds contemplated by

this Agreement; on or before August 30, 1985 or as extended by

SCSC •
F. The execution of the contract between Tolleson

and Peoria for the construction of the Peoria Service F a c i l i t i e s

Said contract

I
provided for in Article 11, Section 5, Paragraph 6.

shall provide for the operation and maintenance .expense per thou-

sand gallons to be equal to that charged SCSC. '

This Agreement is fur thee subject to and conditioned

upon SCSC furnishing to Tolleson either a written waiver of condi-

tions A through E of Ar tile V, Section 1, Paragraph 1, or if

these conditions are not waived and have been satisfied then SCSC

2.

I
shall furnish Tolleson with a copy of the governmental approvals

and agreements set for to in said sub-paragraphs A through E,

together with a letter from SCSC acknowledging sati sf action of

such conditions precedent to this Agreement.

furnish SCSC with a copy of the executed Tolleson/peoria Agreement

Tolleson shall

referred to in sub-paragraph F.

Notwithstanding the provision of Section 1 of this

Ar tile V, should the conditions precedent not be satisfied, or

¢

o

waived, SCSC shall nonetheless remain liable for the financing

and engineering charges set forth in Ar tile 11, Section 5, Para-

graph 3 of this Agreement.

I
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I
Section 2 - Access to Facilities

Authorized representatives of Tolleson will be allowed

access to SCSC's metering station and representatives of SCSC

will be allowed access to the Expanded Facilities at all reasonable

times.

Section 3 - Risk; Liability; Insurance; Penalties

Tolleson shall perform all construction and all

I
I
I

sewage treatment and related transport ration services under this

Agreement solely at its own risk and in case of accident, damage

or destruction of the Plant Expansion or Expanded Facilities

necessary to perform the treatment services under this Agreement,

Tolleson will replace or repair for thwith whatever is damaged

or destroyed to the sati sf action of SCSC and at Tolleson ' s own

expense a

2.

I

Tolleson hereby assumes full responsibil ity and

liability for the injury or death of any person, or persons, or

loss or damage to any proper Ty, or to SCSC, contributed to or

caused by Tolleson ' s f allure to perform its obligations under

Agreement.

|

this Agreement or by the active or passive negligence of Tolleson,

its agents, servants, employees, or subcontractors in the execu-

tion of the construction or services to be performed under this

The approvals of SCSC under this Agreement shall not

create any responsibility or liability for scsc.

ability and liability shall remain with Tolleson as owner and

operator of the SCSC Service Facilities and as the responsible

Tolleson will indemnify

All responsi-

party for the financing of the f facilities.

I
I
I
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and hold harmless SCSC, its officers, directors, agents and em-

ployees from and against claims or expenses, including penalties

and assessments, to which they or any of them may be subjected

by reason of such f allure to perform, negligence, injury, death,

loss, claim, penalty, assessment or damage, and in case any suit

or other proceeding shall be brought on account thereof, Tolleson

will assume the defense at and will pay

all judgments rendered therein.

Tolleson's own expense

I
I
I
I
|
I
I

Tolleson agrees to procure and maintain all insur-

ance on the Plant Expansion and Expanded Facilities construction,

operation, and comprehensive general liability, under Ar tile

V, Section 3, Paragraphs 1 and 2, including insurance, if available

at a reasonable premium approved by SCSC, which shall be adequate

to reimburse SCSC for the User Fees in the event and for the period

of time that services under this Agreement can not be performed

for a period exceeding thirty (30) days. SCSC's entitlement to

the benefit of such insurance shall be in addition to any other

3.

I
I
I

rights and remedies SCSC may have at law and in equity. Such

coverages shall be in content and amounts adequate to cover' the

risk com~ ~ensurate with the construction of f facilities and provision

of sewage treatment services to be performed under this Agreement.

Cost of such insurance shall be included as an operating and

maintenance expense category of Rate Component Two as shown on

Exhibit D, except User Fee reimbursement insurance, the premium

for which shall be borne by SCSC.I
I
I
I
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Any penalty, fine, assessment, legal expenses,

or civil damages assessed against Tolleson for any willful or

negligent omission or commission associated with the construction,

operation (including but not limited to prohibited discharge pen-

alties) or maintenance of the Expanded Facilities not in accordance

with any federal, state or local statute, rule, regulation or

procedure, shall be borne solely by Tolleson and shall ot be

included in the Rate Component Two under Ar tile Iv, Section 2,

Paragraph l.B or in any other rate or charge to SCSC, unless it

is established that such fine or penalty was the result of some

4.

I

I

I

I

I

I
|

I

action or inaction of SCSC.

I
I
I

5.

I

The par ties agree that all administra-

tive and legal expenses, including costs associated with any

lawsuit regarding the Tolleson Wastewater Treatment Plant filed

as of the date of this Agreement, and any damages or obligations

resulting from an adverse ruling or appeal thereof, are specifical-

ly excluded from computation of Rate Component Two.

Tolleson agrees to indemnify y and hold harmless

SCSC and its Guarantor against any damage, liability, loss, cost

or expense including attorneys fees incurred by them or either

of them and arising directly or indirectly from (i) any misrepresen-

tation other than by SCSC in any agreement per faining to this

Agreement or the design, construction or financing of the SCSC

Service Facilities and (ii) any omission of material f act or mis-

statement of material f act made other than by SCSC in any of the

documents associated with the financing referred to in Ar tile

.34-
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11, Section 7, including without limitation the official statement

in respect of the bonds.

SCSC hereby agrees to indemnify and hold harmless

Tolleson against any damage, liability, loss, cost or expense

including attorneys' fees incurred by Tolleson and arising directly

or indirectly from (i) any misrepresentation by SCSC in this Agree-

ment and (ii) any omission of material f act or misstatement of

material f act by SCSC or its Guarantor in any of the documents

associated with the financing referred.to in Ar tile II, Section

7, including without limitation the official statement in respect

of the bonds.

6.

Section 4 Effluent Credits

I
I
I

Tolleson hereby agrees that SCSC or its designee shall

receive its proper titanate share of all applicable credits for

return flows, exchanges or groundwater recharged under water user

provisions of any Central Arizona Pro sect related contract or

Arizona Groundwater Code requirement, or any management plan estab-

lished thereunder, or any subsequent coir t decision affecting

Tolleson ' s effluent disposition. Such credits, exchange or

recharge recognition shall fully reflect SCSC's proper titanate

share of influent flow in gallons as measured at the metering

structure as set forth 111, Section 1, herein. This

credit shall not include the economic benefits related to effluent

in Article

I sales by Tolleson to third par ties.

.35-
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Section 5 - Notices

All notices or communications hereunder shall be sent

I
I

to Tolleson, addressed as follows:

City of Tolleson
Attn: city Manager
9555 West Van Buren
Tolleson, Arizona 85353

with copies to:

I
City of Tolleson
Attn: Director,
Wastewater Treatment Plant
9555 West Van Buren
Tolleson, Arizona 85353

and

City of Tolleson
Attn: City Attorney
9555 West Van Buren
Tolleson, Arizona 85353

or to such other addresses as Tolleson may advise SCSC in writing,

and to SCSC at:

Sun city Sewer Company
Attn: William J. Ray ro, Manager
(15626 North Del Webb Boulevard)
p.o. Box 1687
Sun City, Arizona 85372

with copy to:

I
I
I Sun City Sewer Company

Attn: David E. Chardavoyne
Assistant Vice President
High Ridge Park
Stamford, CT 06905

or to such other addresses as SCSC may advise Tolleson in writing.

Section 6 - Def aunt

I
I

It is specifically agreed that (a) the def aunt

by Tolleson under its agreement with Finance Corporation, or (b)

.36-
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the def aunt of Finance Corporation under the bond indenture,

including any acceleration of payments that may result from def aunt

(a) or (b) above, unless such def aunt or acceleration is due to

the non-payment at Rate Component One by SCSC, or (c) an adverse

ruling by the Internal Revenue Service as to the tax-exempt; status

of the financing for the SCSC Service Facilities, shall not cause

any additional liability or obligation for SCSC or its Guarantor

to anyone, so long as SCSC otherwise performs its obligations

under this Agreement.

2. The agreements between Tolleson and Finance Corpo-

ration and the financing documents of Financing Corporation shall

specifically acknowledge the provisions of this Section 6.

Section 7 Successors and Assigns; Right of First Refusal

This Agreement shall inure to the benefit of and

be binding upon the parties hereto, their successors and assigns,

provided however that any assignment shall be approved by the

other party, which approval shall not be unreasonably withheld.

2. Notwithstanding Paragraph l of this Section 7,

Tolleson specifically reserves the right to assign and pledge

its right to the payments under this Agreement tosecure the

financing of the SCSC Service Faculties.

During the term of this Agreement, Tolleson shall

not sell, assign, mar gage, transfer or hypothecate all or any

3.

portion of its interest in SCSC Service Facilities without first

obtaining the written consent of scsc. SCSC will not unreasonably
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withhold its consent. If such consent is given, Tolleson shall

provide SCSC with an agreement satisfactory in form and substance

to SCSC which shall assure SCSC that any successor in interest

to Tolleson shall perform all of Tolleson ' s obligations under

Any sale and sale-

back or sale and lease-back shall not require SCSC consent,

provided the operating control of the SCSC Facilities remains

with Tolleson.

this Agreement in accordance with its terms.

Prior to any disposition of the WWTP, except a

disposition covered by the last sentence of paragraph 3, Tolleson

shall afford SCSC with the option to purchase the WWTP at a price

4.

and on the same terms and conditions as are offered to Tolleson.

of such offer.

In this connection, promptly upon receipt of an offer from a third

party who is not in anyway affiliated to or with Tolleson such

as Finance Corporation, or a similar entity controlled by Tolleson,

to purchase the WWTP, Tolleson shall provide SCSC with a copy

SCSC shall have ten (10) business days from receipt

of the offer to notify Tolleson of its desire to purchase or not

to purchase the WWTP. If it elects to purchase the WWTP, SCSC,

under the same terms and conditions as in the third par to offer,

shall have the same rights as provided by the third party offer.

If SCSC elects not to purchase the WWTP under the same terms and

conditions as the third par Ty offer, Tolleson shall be free to

dispose of the WWTP to the third party offerer.

the third par Ty offerer does not close, this provision shall be

If the sale to
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applicable to any subsequent proposed disposition of the wwTp.

If SCSC does not advise Tolleson in writing of its acceptance

of the third par to offer to purchase the Tolleson WWTP within

ten (10) business days of receipt of the notice of sale from

Tolleson, Tolleson shall be free to proceed with the sale to the

third party and such third party shall perform Tolleson' s obliga-

sons under this Agreement.

Section 8 - Miscellaneous

This Agreement constitutes the entire agreement

and understanding between the par ties with respect to the subject

matter hereof and expressly supersedes and revokes all other prior

or contemporaneous promises, representations and assurances of

This Agreement may not be modified or amended except

by a writing signed by both par ties. This Agreement shall be

governed by and construed in accordance with the laws of the State

of Arizona.

any nature whatsoever with respect to the subject matter hereof.

The remedies provided in this Agreement in f aver of scsc or

Tolleson shall not be deemed their exclusive remedies but shall

be in addition to all other remedies available at law or in

equity. In the event any provision of this Agreement is for any

reason adjudicated deficient, unenforceable, irregular and/or

invalid, the par ties hereto and each of them, will promptly,

and to the extent reasonably possible, take such action or proceed-

ings as may be necessary to correct such deficiency or otherwise

validate that provision. If any provision of this Agreement is

declared void or unenforceable, such provision shall be deemed
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I

I

severed from this Agreement, which shall otherwise remain in full

force and effect. No waiver by SCSC or Tolleson of any breach

by the other par to. of any provision of this Agreement nor any

f allure by SCSC or Tolleson to insist on strict performance by

the other par to of any provision of this Agreement shall in any

way be construed to be a waiver of any future or subsequent breach

or bar the right to insist on strict performance of the provisions

of this Agreement in the future.

IN WITNESS WHEREOF, the CITY OF TOLLESON and SUN CITY

SEWER COMPANY have caused this Agreement to be signed by their

respective Officers and attested by their respective City Clerk

and Assistant Secretary and their seals affixed hereto, all as

of the day and date first hereinabove set for th.w

APPROV D A TO FORM: CITY OF TOLLESON, a municipal
corporation .

I I '*\
/

f

¢ : A CLL/,KVBY v OA
Mayor

F\v .-1
Civgyl AEE rey

SEAL*/

I
\

s

A'rT;§T :

-Z' _/`/I' ( /'_ K I<¢/c'/ ~/,9

City Clerk
SUN CITY SEWER COMPANY

BY
Its Asffsfgnf

O<4~~a'm~»
I//¢-e. /9/e5 v/6?/'aT

L )M3-

SEAL

ATTEST :

Assistant 4 c'**etary
If
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I
I EXHIBIT A

PROPOSED SOURCES AND USES OF FUNDS AND BOND SCHEDULE

I
I

SOURCE

Bond Issue 51319351000

USES

Construction Funds/

Capitalized Interest Funds/

Issuance Expenses

Underwriter's Discounts/

$10,151,000

3,245,185

155,600

383,215

$13 I935I000

I3,93€°=><> g.. Zo 694 7.>'0/94. - 571 042.50/'~/°.

|

I
I
I
I
I
I
I

at the Bond Yield to result in $12,300,000
i 1/ Invested

in available proceeds.

2/ Invested
in available proceeds.

3/ Computed at 2.75% of bond issue.

at the Bond Yield to result in $3,781,485

Page l of 2

I
I
I



CITIZENS UTILITY NEW ISSUE
TOLLESON/SCSC NEW ISSUE OF $13,935,000
Delivery D3t€06/01/85

I
I
I
I
I

Date Principal Coupon Interest Total Annual

I
|

I

I

I

I
I

12/01/85
06/01/86
12/01/86
06/01/87
12/0l/87
06/01/88 360,000.00
12/0l/88
06/01/89 385,000.00
l 2/Ol/89
06/01/90 410,000.00
12/01/90
06/01/91 440,000.00
12/01/91
06/01/92 480,000.00
12/01/92
06/01/93 515,000.00
12/01/93
06/01/94 560,000.00
12/01/94
06/01/95 610,000.00
12/01/95
06/01/96 660,000.00
12/01/96
06/01/97 720,000.00
12/01/97
06/0l/98 785,000.00
12/01/98
06/01/99 860,000.00
12/01/99
06/01/00 940,000.00
12/01/00
06/01/01 1,025,000.00
12/01/01
06/01/02 1,125,000.00
12/01/02
06/01/03 1,230,000.00
12/01/03
06/01/04 1,350,000.00
12/01/04
06/01/05 1,480,000.00

6.500

7.000

7.250

8.000

8.200

8.400

8.600

8.800

9.000

9.100

9.200

9.300

9.400

9.500

9.550

9.600

9.625

9.625

630,247.50
630,247.50
630,247.50
630,247.50
630,247.50
630,247.50
618,547.50
618,547.50
605,072.50
605,072.50
590,210.00
590,210.00
572,610.00
572,610.00
552,930.00
552,930.00
531,300.00
531,300.00
507,220.00
507,220.00
480,380.00
480,380.00
450,680.00
450,680.00
417,920.00
417,920.00
381,810.00
381,810.00
341,820.00
341,820.00
297,640.00
297,640.00
248,952.50
248,952.50
195,233.75
195,233.75
136,193.75
136,193.75
71,225.00

.71,225.00

630,247.50
630,247.50
630,247.50
630,247.50
630,247.50
990,247.50
618,547.50

1,003,547.50
605,072.50

1,015,072.50
590,210.00

1,030,210.00
572,610.00

1,052,610.00
552,930.00

1,067.930.00
531,300.00

1,091,300.00
507,220.00

1,117,220.00
480,380.00

1,140,380.00
450,680.00

1,170,680.00
417,920.00

1,202,920.00
381,810.00

1,241,810.00
341,820.00

1,281,820.00
297,640.00

1,322,640.00
248,952.50

1,373,952.50
195,223.75

1,425,233.75
136,193.75

1,486,193.75
71,225.00

1,551,225.00

1,206,495.00

1,206,495.00

1,620,495.00

1,622,095.00

1,620,145.00

1,620,420.00

1,625,220.00

1,620,860.00

1,622,600.00

1,624,440.00

1,620,760.00

1,621,360.00

1,620,840.00

1,623,620.00

1,6;3,640.00

1,620,280.00

1,622,905.00

1,620,467.50

1,622,387.50

1,622,450.00

31,715,975.00Totals: 13,935,000.00
Less Accrued From 06/0l/85:
Net Cost:

17,780,975.00
.00

17,780,975.00

31,715,975.00
.00

31,7lS,97S.00
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EXHIBIT C

SCSC Service Area

T3N, RlE, all of Sections 4, 5, 8, 9, 17, 20, 29 and 30. The
N1/2 and the SEl/4 and the El/2 of the swl/4 of Section 6, the
El/2 and the El/2 of the W1/2 of Section 7, the W1/2 of Section
16, the El/2 and the portion of the nwl/4 lying Northeast of the
A T 6 s F Railroad Right of Way of Section 18, the El/2 of Section
19, the Nwl/4 and the Sl/2 of the Swl/4 of the Swl/4 and the Swl/4
of the SE1/4 of the Swl/4 of Section 21; and that par t of the
Nwl/4 of Section 28 described as beginning at the Northwest corner
of said Section 28; run thence North 88° 10' East along the North
line thereof 1,264.00 feet to a point from which the North quarter
corner of said Section 28 bears Nor th 88° 10' East a distance
of 1,430.00 feet; thence South 11° 58' 40" West 960.22 feet, thence
South 31° 42' 40" West 385.43 feet to a point on the South line
of said NWI/4; thence south 88° 15' West along 'said South line
175.55 feet to the West quarter corner of said Section 28; thence
North 0°, 26' 30" West along the West line of the Nwl/4 of Section
28, 2,640.33 feet to the point of beginning; and

T3N I
25

Rlw NEl/4 of Section l, and the El/2 of the El/2 of Section

T4N, RlE all of
Wl/2 of the NW1/4 of Section 31
Section 30, thence
line of said Section 30 a distance of 2,336.05'
N 89° 31' 05"
along a curve having
radius is 817.44'
w a distance of
25.00'; thence
65° 53' 13" E a I
distance of 212.1l'
thence S 44° 50'
23" w a distance
of 50.00'; thence
s 58° 53' 48"
a distance of
l45.30'; thence
00 09' 49" w a
of said Section 30 thence s 89° 49'
of said Section 30 a distance of l,884.82'

the El/2 of the El/2

the G&SRB&M and situate in Maricopa County,

T4N, Rlw the El/2 of the El/2 of Section 25,
of Section 36

Sections 29, 32 and 33; the Sl/2, NEl/4 and the
; and beginning at the S1/4 Corner

N 0° 16' 26" E along the North-South mid-section
to a point; thence

E a distance of l,267.95'; thence Southwesterly
a central angle of 14° 28' 09" and whose

a distance of 206.43': thence s 17° 20' 46"
568.6l'; thence s 72° 44' 53" E a distance of
s 17° 20' 46" w a distance of 100.00'; thence s
distance of 113.56'~ thence s 44° 48' l4",E a

: thence N 45° 04' 23" E a distance of 30.00';
46" E a distance of 100.00'; thence s 45° 04'
of 30.00'; thence s 44° 52' 24"'E a distance
s 49° 08' 16" E a distance of.96.50'; thence

E a distance of 146.39'; thence s 71° 54' 35" E
l45.30'; thence s 84° 18' 17" E a distance of
N 89° 31' 12" E a distance of 19.95'; thence s

distance of 1,045.53' to a point on the South line
; 07" w along the South line

to the point of beginning

all referencing
Arizona.
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EXHIBIT D

Tolleson Wastewater Treatment Plant Budget Summary
For Operation and Maintenance Expenses

Pro Forma For Fiscal Year Commencing July 1, 1988

Line No. Budget AmountCategory

Personnel Services

3.

Personnel Expenses

Professional Services

Seminars and

$ 589.136

34,000

Travel, Conventions,
Other Schooling

4. Subtotal $

4,000

627,136

Maintenance & Operations

5.

6.

Supplies

Contractual Services

s

7. Communications

8. Printing and Publishing

Insurance9.

10.

11 •

Public Utilities

Routine Repair and Maintenance

Lease and Rentals

55,750

16,200

2,500

900

79,000

242,600

23,000

40012.

13. Subtotal $ 420,350

14.

Billinq and Administration

Generall/

15. Subtotal

$

$

157.123

157,123

16. Total Projected Operation and Maintenance
Expense

17. Less: Sunland Beef Company and Tolleson
assigned costs

18. Recoverable Operation and Maintenance Expense

$1 .204 ¢609

217,805

986,804$

Page 1 of 2
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19. Operation and Maintenance Expense Per Meal/ $ 0. 214

20. Prorata Operation and Maintenance Expense
Allocable to scsc§/ s 281.196

44/*»21. Total Operation and Maintenance Expense of
SCSC s >

2 5*/, /95

244, /96
1 L

-
41- 23, I-/33/*4a,

L/ (Line 4 plus line 13)

2/ Dollar amount of total projected operation and
maintenance expenses divided by total annual flow to the Expanded
Facilities (5,657,500 Meal), less annual flow of Sunland Beef
and Tolleson (l,053,500 Meal).

Q/ Operation and Maintenance Expense per Mgal multi-
plied by 1988 estimated flow of 1,314,000 Meal for scsc.

x 15%.

Page 2 of 2
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WEST TRICKLING FILTER MEDIA REPLACEMENT PROJECT

M
THIS AGREEMENT, effective ¢his92> Eloy of January, 2001, is by and between the City of

Tolleson, a municipal corporation of the State of Arizona ("Tolleson"), and Sun City Sewer

Company, an Arizona corporation ("SCSC"), collectively referred to as the "Parties."

1. RECITALS :

1.1 The Parties, and others, by contractual arrangement share in the plant design

capacity and share the cost of operating and maintaining the Tolleson Sewage

Treatment Plant ("Plant"), a waste water treatment facility, that is owned,

operated, and maintained by Tolleson.

1.2 The Parties recognize that deterioration of the west trickling filter media because

of use and age threatens the efficiency bf the Plant and its ability to treat its

customers' sewage.

1.3 The Parties have each determined that it would be in their ilmnediate, mutual

interest that the west trickling filter media within the Plant be replaced to maintain

and improve the operations of the Plant to better serve the Parties and their

environs for the benefit of the public.

1.4 Tolleson has received low bids as described in Exhibits A and B for the

engineering and construction services reasonably necessary for the replacement of

the west trickling filter media at the Plant. These bid amounts have been

reviewed and approved by SCSC.

1.5 The Parties desire that each should pay its proportionate share of the engineering

and construction costs for replacement of the west trickling filter media at the

Plant as set forth herein, and the Parties each agree to make available sufficient

funds to pay for those costs.

365081.9 01/23/2001



1.6 The Parties, through this Agreement, desire to replace the west trickling filter

media in order to maintain the current capacity and improve the efficiency of the

Plant.

1 .7 The obligations of the Parties shall terminate upon completion of the engineering

and construction services necessary for the replacement of the west trickling filter

media at the Plant and payment of final invoices by the Parties.

1.8 The Parties recognize that the need to replace the west trickling filter media

requires a specific emergency response, but that in no way affects the rights and

responsibilities of the Parties under that certain Sewage Treatment and

Transportation Services Agreement between the Parties dated June 21, 1985, as

supplemented by the Refinancing Supplement to Sewage Treatment and

Transportation Services Agreement between the Patties dated as of May 1, 1998

(collectively the "Services Agreement"), which Services Agreement remains in

full force and effect. SCSC specifically reserves the right to enforce the Services

Agreement as written.

2. AGREEMENT: Now, therefore, for and in consideration of the foregoing and of the

mutual covenants and agreements herein contained, the Parties hereby agree as follows:

2.1 Tolleson shall contract for all engineering services necessary for the replacement

of the west trickling, filter media at the Plant, which services have been bid to cost

a total of $92,000.

2.2 Tolleson shall contract for all construction services necessary for the replacement

of the west trickling filter media at the Plant, which services have been bid to cost

a total of$l,694,000, including a 10 per cent contingency allowance.

I
I
I
I
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I
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2.3 Each Party agrees to pay its proportionate share of the costs and expenses

incurred in connection with the performance of the engineering and construction

services related to the replacement of the west trickling filter media as set forth in

Exhibits A andB.

2.4 SCSC shall be liable to Tolleson only for its proportionate share of Tolleson's

actual out-of-pocket costs incurred for engineering and construction, consistent

with the cost bids presented on Exhibits A and B.

2.5 Payment by SCSC for both engineering and construction services will be in

amounts proportionate to SCSC's purchased design capacity in the Plant,

consistent with Exhibits A and B.

2.6 SCSC will make payment to Tolleson of the total amount of its proportionate

share of the total costs for engineering services, as shown on Exhibit A, on or

before January 23, 2001. Tolleson will take the payments and add to SCSC's

existing replacement and contingencies reserve account, which account will

accrue interest as set forth in the Services Agreement.

2.7 SCSC will make payment to Tolleson of the total amount of its proportionate

r
share of the costs for construction services, as shown on Exhibit B, on or before

January 23, 2001. Tolleson will take the payment and add it to the replacement

and contingencies reserve account referenced in § 2.6 above.

2.8 Interest will be credited to the replacement and contingencies reserve account

monthly. If total costs we less than the bids, then monies remaining in the

account (including interest) after project completion shall be refunded to SCSC

only to the extent those monies exceed the $90,000 required by the Services

Agreement.

365081.9 01/23/2001 3



2.9 Tolleson will draw down monies from SCSC's replacement and contingencies

reserve account to pay for engineering and construction services in accordance

with the schedules in Exhibits A and B. Tolleson will mail SCSC a monthly

notice of its account balance.

2.10 If engineering and construction costs and expenses exceed the amounts held in the

account referred to in § 2.6 above, due to change orders approved by Tolleson,

then Tolleson will invoice SCSC for its proportionate share of the overage

consistent with Exhibits A and B, but SCSC shall not be liable for excess costs or

expenses due to change orders, extra work and/or additions unless SCSC Hrst

independently reviews the changes and/or extras and approves any such excess

costs, changes or additions prior to any such work being performed or charges

incurred.

2.11 As an alternative to paying Tolleson the total proportionate share of engineering

and construction costs and expenses, SCSC may instead elect to obtain an

appropriate irrevocable letter of credit in the amount of its total proportionate

share of engineering and construction costs and expenses less the amount

contained in the replacement and contingencies reserve account, for the benefit of

Tolleson, to guarantee payment. Such letter of credit must be submitted to and

approved by Tolleson prior to January 23, 2001. The letter of credit shall provide

for payment to Tolleson upon submission by Tolleson of a written request.

2.12 In the event SCSC elects to obtain a letter of credit, Tolleson will first apply up to

$100,000 of the amount contained in the replacement and contingencies reserve

account and then will invoice SCSC for its remaining proportionate share of the

costs for engineering and construction services, in a manner consistent with the

I
|
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amounts and schedules set forth in Exhibits A and B attached hereto, with

I
|

I payment due for work that Tolleson determines is completed and meets applicable

workmanship and engineering standards.

2.13 Amounts payable by SCSC under each invoice shall be tendered to Tolleson no

later than 5 working days after the invoice is postmarked. If payment is not so

made, Tolleson may immediately draw funds under the letter of credit sufficient

to cover the invoiced amount.

2.14 Tolleson agrees that it will require any contractor utilized to accomplish the

engineering and construction services for the replacement of the west trickling

filter media to make available all relevant records of work performed and the cost

thereof for inspection and audit by SCSC. The cost of any such inspection or

audit will be borne by SCSC.

2.15 The Parties agree that SCSC will not be liable for any design flaws, engineering

defects, and/or construction errors associated with the engineering and

construction services funded under this Agreement.

2.16 SCSC understands and agrees that Tolleson's obligations to contract for

engineering and construction services are conditioned upon SCSC providing

Tolleson with immediately available funds consistent with the schedule set forth

in Exhibits A and B.

2.17 As set forth in this Agreement, SCSC agrees to provide funding for the

replacement of the west trickling filter media at the Plant. SCSC's participation in

the cost and funding for the replacement of the west trickling filter media is based

I
I
I
I
I
I
I
I
I
I
I
I
I on a pro rata share of flow capacity for the entire Plant. Tolleson represents that it

does not intend that the replacement of the media under this Agreement will result

I 3650819 Ol/23/2001 5
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in an increase in the treatment capacity rating of the Plant and, to the best of
I
I Tolleson's knowledge, the replacement of the media under this Agreement will

not directly result in an increase in the treatment capacity rating of the Plant. If

SCSC can prove that the replacement of said trickling jilter media is the direct

cause of an increase in the treatment capacity rating of the Plant that occurs within

five years of the date of this Agreement, SCSC shall be entitled to receive a

refund of construction funds and costs proportionate to the contribution of the

new trickling tilter media to the incremental and proportionate difference of the

SCSC flow capacity to the revised Plant capacity.

2.18 Tolleson supports SCSC's efforts to recover its expenses associated with this

Agreement in any appropriate accounting, rate-making, or related proceedings

before the Arizona Corporation Commission. Tolleson further agrees to

cooperate with and do all things reasonably requested by SCSC to assist in all

such Commission proceedings, at no cost to Tolleson.

I
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3. NOTICES :

3.1 All notices or protests given or made pursuant to this Agreement shall be in

writing and be deemed to have been fully given upon receipt when sent by

registered or certified mail and postage prepaid and addressed as follows:

To Tolleson: City Manager
City of Tolleson
9555 W. Van Buren
Tolleson, AZ 85353

To SCSC: Manager
Sun City Sewer Company
15626 N. Del Webb Boulevard
Post Office Box 1687
Sun City, AZ 85372

The address to which any notice or other writing may be given, made, or sent to

either arty may be changed by notice given by such Party as above provided.

4. GENERAL:

4.1 The Parties agree that the legal title to and absolute ownership of the Plant and its

improvements and all effluent and all other residue or byproducts produced by the

Plant shall remain in Tolleson, and that the relationship between Tolleson and

SCSC for the propose of this Agreement is that of municipal utility and customer,

and not that of partners or joint venturers.

4.2 This Agreement may not be modified or amended except by a writing signed by

the Parties.

4.3 This Agreement shall be governed by and construed in accordance with the laws

of the State of Arizona.

I
I
I
I
I
I
I
I
I
I
I
I
I
| 4.4 The Parties acknowledge that this Agreement is subj et to cancellation pursuant

to Section 38-51 1, Arizona Revised Statutes, as amended.

I 365081.9 0]/23/2001 7



5. ASSIGNABILITY TO ARIZONA-AMERICAN WATER COMPANY

5.1 The Parties acknowledge the pending acquisition by Arizona-American WaterI
I Company of the assets of SCSC, and the concurrent assignment to and

assumption by Arizona-American Water Company of the obligations and

liabilities of SCSC under the Services Agreement and the obligations of Citizens

Communications Company, as Guarantor of SCSC's performance of the Services

I
I

Agreement, including the respective obligations and liabilities of SCSC and

Citizens Communications Company relating to the City of Tolleson Municipal

Finance Corporation Revenue Refunding Bonds, Series of 1998. Tolleson

approves, acknowledges, and consents to such assignments and assumptions,

I subject to the good faith negotiation and approval of appropriate documentation

and credit assurances (which may include financial guarantees or other credit

enhancements) and the Parties further acknowledge their mutual intent to

supplement the Services Agreement and to take such other actions as shall be

necessary and desirable to provide for such acquisition, assignment, assumption

and/or related matters, at no cost to Tolleson.

5.2 Upon completion and/or concurrent with approval of the acquisition, this

Agreement shall be assigned to Arizona-American Water Company, or such other

subsidiary of American Waterworks Company, Inc. as may be identified by the

new supplement of the Services Agreement, with notice to Tolleson, and Tolleson

hereby approves, acknowledges, and consents to such assignment, subject to the

good faith negotiation and approval of appropriate documentation and credit

assurances (which may include financial guarantees or other credit

I
I
I
I 365081.9 01/23/2001 8
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enhancements). After such assignment, Citizens Communications Company shall

I have no further obligation hereunder.

SURVIVAL OF SERVICES AGREEMENT6.

This Agreement does not change or waive any rights or obligations of the Parties

under the 1985 Services Agreement.

IN VVITNESS WHEREOF, the Parties hereto have caused this Agreement to be executed by

their respective officers thereunto duly authorized.

6.1

CITY OF 3

By

LESON

/ J0.4440 . z
\Clty Manager

4`

ATTEST:

I
I
I
I
I|

I

\

` City Clerk

APPROVED AS TO FORM and within
the powers and authority granted
under the Laws of Arizona to the
City of Tolleson

L4.)¢I
I

City Attorney

SUN CITY SEWER COMPANY

By "ZZ
Its

27
L/uf v,/»~%

I
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1 A

1

WEST TRICKLING FILTER MEDIA REPLACEMENT
ESTIMATED CONSTRUCTION DRAWS

EXHIBIT A

ENTITY CAPACITY (mom PERCENTAGE

Citizens Utilities
Peoria
Sunland Beef
Tolleson

5.2
9.4
0.8
2.1

29.7 %
53.7 %
4.6 %

12.0 %

I
ENGINEERING DOLLARS

I
MONTH

February, 2001
March, 2001
April, 2001
May, 2001
June, 2001

AMOUNT
$5,000

$15,000
$22,000
$25,000
$25,000

PEORIA
$2,685
$8,055

$11,814
$13,425
$13,425

SUN CITY
$1 ,485
$4,455
$6,534
$7,425
$7,425

SUNLAND
$230
$690

$1,012
$L150
$L150

TOLLESON
$600

$1,800
$2.640
$3,000
$3,000

Total $92,000 $49,404 $27,324 $4,232 $11,040



w - S

WEST TRICKLING FILTER MEDIA REPLACEMENT
ESTIMATED CONSTRUCTION DRAWS

EXHIBIT B

ENTITY CAPACITY fMGm PERCENTAGE

Citizens Utilities
Peoria
Sunland Beef
Tolleson

5.2
9.4
0.8
2.1

29.7 %
53.7 %
4.6 %

12.0 %

CONSTRUCTION DOLLARS

MONTH
February, 2001
March, 2001
April, 2001
May, 2001
June, 2001

AMOUNT
5150.000
$450.000
$450,000
$410,000
$234,000

PEORIA
$80,550

$241 ,650
$241 ,650
$220,170
$125,658

SUN CITY
$44,550

$133,650
$133,650
$121 ,770
$69,498

SUNLAND
$6,900

$20,700
$20,700
$18,860
$10,764

r

TOLLESON
$18,000
$54,000
$54,000
$49,200
$28,080

Total $1,694,000 $909,678 5503,118 $77,924 $203,280
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INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Robert J. Kuta, and my business address is 19820 N. 7th Street, Suite

201, Phoenix, Arizona, 85024.

BY WHOM ARE YOU EMPLOYED?

By Arizona-American Water Company ("Arizona-American" or "Company"). I

am the Manager. Previously, I held the position of Director with Citizens Water

Resources before Arizona-American acquired all of the water and wastewater

assets of Citizens Communications Company ("Citizens") earlier this year. I

started with Citizens in 1998.

WHAT ARE YOUR RESPONSIBILITIES AS MANAGER OF ARIZONA-

AMERICAN?

I am responsible for managing all aspects of Arizona-American's day to day water

and wastewater operations including administration, production, field services,

customer service and water quality business units serving approximately 115,000

customers in Mohave, Maricopa and Santa Cruz Counties.

Q WHAT WERE YOUR RESPONSIBILITIES As DIRECTOR WITH

CITIZENS?

I

1 1.

2 Q.

3 A.

4

5 Q.

6 A.

7

8

9

10

11 Q.

12
13 A.

14

15

16

17

18
19 A.

20

21

22

23

24

25

26

was responsible for development of strategic planning and long-range goals,

performed tactical functions including budget preparation, resource allocation and

development, implementation and review of key operational activities for

nationwide operations serving a population of 700,000. I also provided oversight

and direction to internal and retained legal services in connection with the

resolution of material litigation matters. I was also responsible for coordination of

closing efforts for Arizona operations during acquisition by Arizona-American.

1



Q- WHAT WAS YOUR WORK HISTORY BEFORE JOINING CITIZENS

AND THEN ARIZONA-AMERICAN?

I served a s a Water Operations Manager for Chaparral Ci ty Water

Company/Spring Creek Utilities Company, and was an engineer with Litchfield

Park Service Company. I also worked as a hydrogeologist with various

companies, and was a hydrologist with the Arizona Department of Environmental

Quality.

I Q. PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I graduated from Central Michigan University in 1986 with a Bachelor of Science

Degree - Limnology Concentration. I also hold a Master of Business

Administration from the University of Phoenix, and hold a Certified Operator

licenses from the State of Arizona in Distribution, Collection and Water and

Wastewater Treatment. Finally, have nearly completed Graduate Studies for a

Hydrology/Civil Engineering Degree at Arizona State University.

I

11. OVERVIEW OF SUN CITY WEST. WATER DISTRICT AND THE SUN
CITY WEST WASTEWATER DISTRICT

Q- IN YOUR CAPACITY AS MANAGER, Is IT FAIR TO SAY YOU ARE

FAMILIAR WITH ALL OF ARIZONA-AMERICAN'S WATER AND

WASTEWATER OPERATIONS IN ARIZONA?

I

1

2

3 A.

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18

19

20 A. Yes, and this goes to the principal purpose of my testimony in connection with the

21 Company's rate filing. In each of the five applications, I will provide a brief

22 overview of the applicable water and wastewater districts,l including location,

23 customer base, operations and other significant features. I will also provide

24 testimony about current staffing levels, Arizona-A1nerican's new offices, and

25

26

1 As explained in the Direct Testimony of David P. Stephenson, the terns "district" and
"system" are used.1n their general sense to denote tariffed areas. For purposes of the
Company's rate filing they are essentially synonymous.
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I

relevant water supply and wastewater treatment issues. In this application, I will

address the rate application for the Sun City West water and wastewater districts.

I
I

Q. WERE THE SUN CITY WEST DISTRICTS PART OF THE CITIZENS'

ACQUISITION?

I

I

I

Yes, along with several other water and wastewater systems located in growth

condors, primarily in high growth Maricopa and Mohave Counties. Overall, the

assets Arizona-American acquired from Citizens provide water (potable, non-

potable, and reclaimed), wastewater (sewer collection, treatment and recharge),

and water and wastewater operation and maintenance services.

As explained in the Direct Testimony of David P. Stephenson, the Company

is tiling five applications seeking rate increases for several of the systems Arizona-

American recently acquired from Citizens. Specifically, the systems covered by

these five applications include the Sun City water and wastewater districts

(Application No. 1), Sun City West water and wastewater districts (Application

No. 2), the Mohave water district and the Havasu water district (Application No.

3), Agua Fria water district, Anthem water district and the Anthem/Agua Fria

wastewater district (Application No. 4), and the Tubac water district (Application

No. 5). For convenience, I will sometimes refer to the five applications

collectively as the Company's rate filing.

Q- WOULD YOU PLEASE PROVIDE AN OVERVIEW OF THE SUN CITY

WEST WATER AND WASTEWATER DISTRICTS.

I
I

1

2

3

4

5 A .

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

Yes. The Sun City West water district is located in the northwestern portion of the

Phoenix metropolitan area, and west of Sun City, in Maricopa County, Arizona,

and generally serves the Sun City West development. This area is within the

Phoenix Active Management Area. At the present time, this system has over

15,000 customers.

3



I

I Q- WHEN WAS SERVICE FIRST PROVIDED IN THE SUN CITY WEST

WATER DISTRICT?

I
The system was originally granted a certificate of public convenience and

necessity in 1978 in connection with the development of Sun City West by the Del

Webb Corporation. The certificated area is substantially built-out, with only minor

in-fill growth occurring.

Q- WHEN WERE THE PRESENT RATES FOR THE SUN CITY WEST

WATER DISTRICT ESTABLISHED?I
I

I

In the last rate proceeding for this system, the Commission authorized a decrease

in revenues of  6.8 percent. Decision No. 60172 (May 7,  1997). In  that

proceeding, the test year was the 12-month period ending March 31, 1995.

Previously, in Decision No. 55488 (March 19, 1987), the Sun City West water and

wastewater districts received a combined decrease in revenues of 23.4 percent. It

does not appear that this water system has ever received a rate increase since the

initial order granting the certificate.I
Q- PLEASE DESCRIBE THE WATER RESOURCES ASSOCIATED WITH

THE SUN CITY WEST WATER DISTRICT?

I

I
I
I

1

2

3 A .

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18 A.

19

20

21

22

23

24

25

26

The Sun City West area is located in the Phoenix Active Management Area. At

present, the primary source of supply for Sun City West water customers is

groundwater withdrawn from wells within the CC8cN and recovered Central

Arizona Project ("CAP") water. Arizona-American acquired, as part of the

Citizens' acquisition, contracts for the delivery of CAP water formerly held by

Citizens and its subsidiaries. At present, Arizona-American takes delivery of and

uses the full 2,372 acre-feet of CAP water allotted to Sun City West each year.

The CAP water is delivered to the Maricopa Water District ("MWD")

Groundwater Savings Facility and legally recovered from Arizona-American's

I
4



I
wells in Sun City West.

Proceedings have been taking place before the Commission relating to the

manner in which CAP water would be used in Sun City and Sun City West.

Arizona-American has requested approval to implement a groundwater savings

project to allow direct use of CAP water in the Sun Cities. Under this plan, which

was developed by customer groups in Sun City and Sun City West, a pipeline

would be constructed to deliver untreated CAP water to local golf courses and a

corresponding quantity of groundwater pumping would be discontinued.

Q- DOES THE SUN CITY WEST WASTEWATER DISTRICT SERVE THE

SAME CUSTGMERS As THE SUN CITY WEST WATER DISTRICT?

I

Generally, these two districts serve the same geographic area and have

approximately the same number of customers. In fact, the original certificate of

public convenience and necessity for the Sun City wastewater district was granted

in 1978, in conjunction with the water system's certificate.

Q- WHEN WERE THE PRESENT RATES FOR THE SUN CITY WEST

WASTEWATER DISTRICT ESTABLISHED?

I The most recent rate decision for the Sun City West wastewater district was

Decision No. 60172 (May 7, 1997). At that time, the system was granted an

increase in revenues of 35.3 percent, based on a test year ended March 31, 1995.

In its prior rate case, the Commission ordered a combined decrease in revenues for

both the Sun City West water and wastewater districts of 23.4 percent. Decision

No. 55488 (March 19, 1987).

I
I
I

1

2

3

4

5

6

7

8

9

10

11 A .

12

13

14

15

16

17 A .

18

19

20

21

22

23

24

25

26

III.

Q-

POST-ACQUISITION CHANGES BY ARIZONA-AMERICAN

HAVE THERE BEEN OPERATIONAL, ADMINISTRATIVE OR OTHER

CHANGES SINCE ARIZONA-AMERICAN COMPLETED THE

ACQUISITION OF THE CITIZENS' ASSETS?

I 5



I

I

Since January 2002, when the acquisition was completed, Arizona-American has

made a number of operational and administrative changes, including, most notably,

consolidation and relocation of offices in Maricopa and Mohave counties and

changes in staffing levels.

Q- WOULD YOU PLEASE DESCRIBE THE CHANGES IN OFFICE

LOCATIONS FOR ARIZONA_AMERICAN STAFF THAT HAVE BEEN

IMPLEMENTED?

I Certainly. The Company recently purchased and remolded a building to house its

Mohave County Operations staff and leased a portion of a building to house its

Corporate Management, Water Quality, Engineering and Arizona based American

Water Works Service Company personnel located in Maricopa County. The vast

majority of Arizona-American's management, administrative and operations staff

are located in the Maricopa County and Mohave County office locations.I
I
I

Q- WHAT NECESSITATED THE OFFICE CHANGES IN MARICOPA

COUNTY?

I

Two factors required Arizona-American to lease space in Maricopa County. First,

Arizona-American's five-year lease in the City of Surprise City Hall Complex

currently occupied by its Engineering staff has expired. The City needs space for

its own growing staff and will not renew the lease. Second, the Company owned

building in Sun City is overcrowded, cannot be expanded and cannot

accommodate planned growth in staffing.

1 A .

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16 A .

17

18

19

20

21

22 Q.

23 A.

24

25

26

WHAT WILL HAPPEN TO THE SUN CITY BUILDING?

The Sun City building will continue to house the Operations staff sewing western

Maricopa County, including Sun City West. Additionally, Customer Service

personnel will continue to be housed at this location and it will continue to be used

as a customer service and bill payment location for our customers.
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I
HOW HAVE THE COSTS ASSOCIATED WITH THESE OFFICES BEEN

TREATED IN THIS CASE?

As more fully explained in the Direct Testimony of Thomas J. Bourassa, the

capital costs have been included as an adjustment to test year plant in service.

Likewise the rent for the leased space has been included as an adjustment to test

year expenses

YOU ALSO MENTIONED CHANGES IN STAFFING.

DESCRIBE THOSE CHANGES.

PLEASE

At the outset, it must be recognized that the current Arizona-American workforce

truly represents a new organization, not simply a combination of the former

Arizona-American and former Citizens' workforces. Arizona-American's current

staff consists of 131.5 authorized associates for year-end 2002. In aggregate, this

is an increase of 10 full-time positions over the three-year period since Arizona-

American agreed to purchase the Citizens assets in October of 1999.

I WHY WERE THESE INCREASES IN AUTHORIZED POSITIONS

NECESSARY DURING THE INTERVENING THREE YEARS?

There were a number of reasons for these increases in staffing but the primary

reasons are customer growth and regulatory needs.

Q- How HAVE GROWTH AND REGULATORY NEEDS WARRANTED AN

INCREASE IN STAFFING?

I

1 Q.

2

3 A .

4

5

6

7 ~Q-

8

9 A.

10

11

12

13

14

15 Q.

16

17 A.

18

19

20

21 A.

22

23

24

25

26

Since 1999, the total number of customers served by the districts acquired by

Arizona-American has increased by over 16,000 units or approximately 13%. As

for regulatory needs, environmental regulations related to water and wastewater

utility service continue to become more stringent as is evidenced by the recently

adopted arsenic standards. Staffing levels in our Water Qual i ty and Water

Resource support groups must respond to these increased regulatory demands.

7



CAN YOU IDENTIFY ANY OTHER FACTORS THAT HAVE AFFECTED

STAFFING?

Yes. To begin with, the assets acquired from Citizens were being operated with

insufficient staffing. I guess this should not be surprising. Citizens was not

earning its authorized rate of return and had made the decision some time ago to

sell all of its water and wastewater assets in Arizona. Hiring new personnel was

not a top priority. Moreover, in 1999 Citizens operated its Mohave County and

Maricopa County operations as completely separate entities and, of course,

Arizona-American's Paradise Valley operation was operated as a standalone entity.

Substantial reorganization was required to merge these three separate operations

into a single combined operation.

HOW HAVE THESE TWO FACTORS IMPACTED REQUIRED

STAFFING LEVELS?

Citizens' understaffing of operations has caused the Company to increase the

number of associates required to serve our customers. We expect that trend to

continue for several years as Arizona-American continues its efforts to adequately

staff its operations. Combining the three fonnally separate operations into one has

had the opposite effect. Fortunately, the gained efficiency of the combined

operation has significantly offset hiring needs designed to reverse the impacts of

Citizens' historic understaffing.

1 Q.

2

3 A .

4

5

6

7

8

9

10

11

12 Q .

13

14 A .

15

16

17

18

19

20

21 Q.

22

23 A.

24

25

26

HOW WERE THESE THREE OPERATIONS CENTERS COMBINED

INTO A SINGLE OPERATING ENTITY?

The reorganization was a two-step process. First, prior to completing the Citizens '

Acquisition, Arizona-American evaluated the organizations and eliminated several

positions that would be unnecessary in a combined operation. Additionally, during

this period, new positions were authorized as needed to meet growth and

8



regulatory demands as well as customer needs. Finally, since the closing in

January 2002, we have continued to reorganize the workforce to maximize the

effectiveness and efficiency of the combined organization.

Q- HOW EXTENSIVE WERE THESE PGSITION ELIMINATIONS AND

OTHER REORGANIZATIONS?

They were very extensive. In the two plus years before the acquisition was

completed, 15 full-time positions were targeted for elimination on or prior to the

close, 23 full-time and 1 part-time positions were authorized, and one part-time

associate was moved to full-time. This represents a net increase of 9 positions.

Since the closing, 6 additional full-time positions have been eliminated and 7 full-

time positions have been added for a net increase of 1 position. Thus, the net

increase over the total three-year period has been 10 positions.

Q- DOES THE COMPANY'S RATE FILING TAKE INTO ACCOUNT THESE

STAFFING CHANGES AND OPERATIONAL REORGANIZATIONS?

Yes. Appropriate adjustments for known and measurable changes to associate

salaries and related expenses have been made as more fully explained in the Direct

Testimony of Thomas J. Bourassa.

Q, DOES THIS CONCLUDE YOUR TESTIMONY?

Yes it does.

I

1

2

3

4

5

6 A.

7

8

9

10

11

12

13

14

15 A.

16

17

18

19 A.

2 0 1354066_4

21

22

23

24

25

26
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I

I INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.Q-

I
My name is Robert J. Kuta, and my business address is 19820 N. 7th Street, Suite

201, Phoenix, Arizona, 85024.

Q- BY WHOM ARE YOU EMPLOYED?

I
I

By Arizona-American Water Company ("Arizona-American" or "Company"). I

am the Manager. Previously, I held the position of Director with Citizens Water

Resources before Arizona-American acquired all of the water and wastewater

assets of Citizens Communications Company ("Citizens") earlier this year. I

started with Citizens in 1998.I
I

WHAT ARE YOUR RESPONSIBILITIES As MANAGER OF ARIZONA-

I
AMERICAN?

I am responsible for managing all aspects of Arizona-American's day to day water

and wastewater operations including administration, production, field services,

customer service and water quality business units serving approximately 115,000

customers in Mohave, Maricopa and Santa Cruz Counties.

I
I Q WHAT WERE YOUR RESPONSIBILITIES As DIRECTOR WITH

CITIZENS?I
I
I I

I

I was responsible for development of strategic planning and long-range goals,

performed tactical functions including budget preparation, resource allocation and

development, implementation and review of key operational activities for

nationwide operations sewing a population of 700,000. also provided oversight

and direction to internal and retained legal services in connection with the

resolution of material litigation matters and was responsible for coordination of

closing efforts for Arizona operations during acquisition by Arizona-American.I

1 1.

2
3 A.

4

5
6 A.

7

8

9

10

11 Q.

12

13 A.

14

15

16

17

18
19 A.

20

21

22

23

24

25

26
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I
I
I Q- WHAT WAS YOUR WORK HISTORY BEFORE JOINING CITIZENS

AND THEN ARIZONA-AMERICAN?

I
I
I
I
I

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I
I
I
I

11. OVERVIEW OF THE MOHAVE AND HAVASU WATER DISTRICTS

Q- IN YOUR CAPACITY AS MANAGER, Is IT FAIR TO SAY YOU ARE

FAMILIAR WITH ALL OF ARIZONA-AMERICAN'S WATER AND

WASTEWATER OPERATION IN ARIZONA?I
I
I
I
I

1

2

3 A . I served as a Water Operations Manager for Chaparral Ci ty Water

4 Company/Spring Creek Utilities Company, and was an engineer with Litchfield

5 Park Service Company. I also worked as a hydro geologist with various

6 companies, and was a hydrologist with the Arizona Department of Environmental

7 Quality.

8 Q.
9 A. I graduated from Central Michigan University in 1986 with a Bachelor of Science

10 Degree .- Limnology Concentration. I also hold a Master of Business

11 Administration from the University of Phoenix, and hold a Certified Operator

12 licenses from the State of Arizona in Distribution, Collection and Water and

13 Wastewater Treatment. Finally, I have nearly completed Graduate Studies for a

14 Hydrology/Civil Engineering Degree at Arizona State University.

15

16

17

18

19 A. Yes, and this goes to the principal purpose of my testimony in connection with the

20 Company's rate filing. In each of the five applications, I will provide a brief

21 overview of the applicable water and wastewater distr'icts,l including location,

22 customer base, operations and other significant features. I will also provide

23 testimony regarding current staffing levels, Arizona-American's new offices, and

24 relevant water supply and wastewater treatment issues. In this particular

25

26

1 As explained in the Direct Testimony of David P. Stephenson, the terns "district" and
"system" are used in their general sense to denote tariffed areas. For purposes of the
Company's rate filing they are essentially synonymous.
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I
I
I application, I will address the requested rate increases for the water systems in

Mohave County, which includes the Mohave water district and the Havasu water

district.I
I

Q- WERE EACH OF THESE SYSTEMS PART OF THE CITIZENS'

ACQUISITION?

I
I

I
I
I
I
I

Yes, along with several other water and wastewater districts located in growth

corridors, primarily in high growth Maricopa and Mohave Counties. Overall, the

assets Arizona-American acquired from Citizens provide water (potable, non-

potable, and reclaimed), wastewater (sewer collection, treatment and recharge),

and water and wastewater operation and maintenance services.

As explained in the Direct Testimony of David P. Stephenson, the Company

is filing five applications seeking rate increases for several of the systems Arizona-

American recently acquired from Citizens. Specifically, the systems covered by

these five applications include the Sun City water and wastewater districts

(Application No. 1), Sun City West water and wastewater districts (Application

No. 2), Mohave water district and the Havasu water district (Application No. 3),

Agua Fria water district, Anthem water district and the Anthem/Agua Fria

wastewater district (Application No. 4), and the Tubac Valley water district

(Application No. 5). For convenience, I will sometimes refer to the five

applications collectively as the Company's rate filing.I
I

WOULD YOU PLEASE PROVIDE AN OVERVIEW OF THE SYSTEMS

THAT ARE THE SUBJECT OF THIS APPLICATION.

I
I

1

2

3

4

5

6 A .

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 Q.

22

23 A.

24

25

26

Yes. I will start with the Mohave water district, which provides water utility

service in and around Bullhead City, Arizona. Bullhead City is primarily a

retirement community and bedroom community for employees of the casinos

across the Colorado River in Laughlin, Nevada. Davis Dam, which creates Lake

I FENNEMORE CRAIG
A PRoF£ss1onALCoRpolzATIon

PHCENIX
3



1

2

3

Mohave, is at the far north end of Bullhead City and provides a great deal of

recreational activity for the area. At present, the Mohave water district provides

water service to nearly 14,000 customers.2

4 Q. WHEN WAS SERVICE FIRST PRGVIDED IN THIS DISTRICT?

A. The Mohave water district serving in and around Bullhead City was originally

granted a certificate of public convenience and necessity in Decision No. 38787

(Dec. 20, 1968). Current rates and charges for service were set by the Commission

in Decision No. 56806 (Feb. 1, 1990) based on a test year that ended March 31,

1988. At that time, the Commission authorized an increase in annual revenues of

14.5 percent.

5

6

7

8

9

10

11 Q.

12

PLEASE DESCRIBE THE WATER RESOURCES ASSCCIATED WITH

THE MOHAVE WATER DISTRICT.

13 A.

14

15

16

17

18

19

20

21

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I 22

23

24

The source of supply for this water system's operations are wells that have been

constructed within the Mohave water district certificated area. Because this

system is adjacent to the Colorado River, Citizens had entered into a long-term

subcontract with the City of Bullhead City, which provides for the delivery and use

of Colorado River water under Bullhead City's contract with the United States.

This subcontract has been assigned to Arizona-American. Payments must be made

quarterly to Bullhead City based on the amount paid by Bullhead City to the

United States and certain administrative fees and expenses incurred by the City.

These payments are small in contrast, for example, to the payments associated with

water delivered by the Central Arizona Project to providers in central and southern

Arizona. In addition, the Mohave water district receives Colorado River water

allocations from the Mohave Water Conservation District and the Mohave Valley

I 25

26

2 Arizona-American also serve.s approximately 500 wastewater customers in the area
covered by the Mohave water dlstnot CC&N. However, rates for wastewater service are
not at issue in the Company's rate Blind.
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I
I
I

I

ligation and Drainage District. These contracts require payment of a small

administrative fee. The primary purpose of these agreements is to make certain

that to the extent that the water being pumped from the system's wells is

considered to be Colorado River water, the Company has legal authority to

withdraw and use such water in connection with its utility operations.

I Q. COULD YOU PLEASE DESCRIBE THE HAVASU WATER DISTRICT?

I
I
I
I
I
I

Lake Havasu City is one hour south of Bullhead City, located on the east side of

Lake Havasu. Lake Havasu City is the largest city in Mohave County. It is also

known for being the home of the London Bridge and for being the largest city in

the United States without a central wastewater collection and treatment system.

Lake Havasu is also the intake point on the Colorado River for Metropolitan Water

District (CA) and the CAP (AZ).

The Havasu water district provides water utility service to an area in the

vicinity of Lake Havasu City, in Mohave County, Arizona. Havasu Water

Company was a wholly-owned subsidiary of Citizens. Like the Bullhead City

system, its utility plant and assets were acquired by Arizona-American in January

2002, in conjunction with the Citizens' acquisition. At present, the Havasu district

serves approximately 1,200 customers.I
Q- WHEN WAS SERVICE FIRST ESTABLISHED WITHIN THE HAVASU

WATER DISTIRCT?I
I
I
I

1

2

3

4

5

6

7 A.

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A.

22

23

24

25

26

The certificate of public convenience and necessity was granted by the

Commission in Decision No. 56329 (Jan. 26, 1989). The current rates and charges

for water utility service by the Havasu district were established in Decision No.

57743 (Feb. 21, 1992), and were based on a test year ending December 31, 1990.

In that proceeding, the Commission authorized an increase in revenues of $51,000,

or 31 .3 percent over adjusted test year revenues.
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I
I
I PLEASE DESCRIBE THE WATER RESOURCES ASSOCIATED WITH

THE HAVASU WATER DISTRICT?

I

I
I
I

The Havasu water distlict's source of water for its utility operations are wells

located within its certificated area. These wells are relatively small and shallow,

and may be withdrawing Colorado River water as opposed to groundwater.

Accordingly, Citizens had entered into an agreement with the United States

providing for the delivery of up to 1,420 acre-feet of water annually from the

Colorado River and a subcontract with the Mohave County Water Authority

providing for the delivery and use of an additional 750 acre-feet of Colorado River

water annually. These agreements have been assigned to Arizona-American. The

payments required under these agreements are relatively small,  while the

agreements ensure that the Havasu water district will be able to continue to utilize

water pumped from its wells regardless of whether it is classified as Colorado

River water or groundwater.

I 111.

Q ,

POST-ACQUISITION CHANGES BY ARIZONA-AMERICAN

HAVE THERE BEEN OPERATIONAL, ADMINISTRATIVE OR OTHER

CHANGES SINCE ARIZONA-AMERICAN COMPLETED THE

ACQUISITION OF THE CITIZENS' ASSETS?I
I

Since January 2002, when the acquisition was completed, Arizona-American has

made a number of operational and administrative changes, including, most notably,

consolidation and relocation of off ices in Maricopa and Mohave counties and

changes in staffing levels.I
I

1 Q.

2

3 A .

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26 A.

Q, WOULD YOU PLEASE DESCRIBE THE CHANGES IN OFFICE

LOCATIONS FOR ARIZONA-AMERICAN STAFF THAT HAVE BEEN

IMPLEMENTED?

Certainly. The Company recently purchased and remodeled a building to house its

FENNEMQRE CRAIG
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I

I
I

Mohave County Operations staff and leased a portion of a building to house its

Corporate Management, Water Quality, Engineering and Arizona based American

Water Works Service Company personnel located in Maricopa County. The vast

majority of Arizona-American's management, administrative and operations staff

are located in the Maricopa County and Mohave County office locations.

Q- WHAT NECESSITATED THE PURCHASE AND REMODEL OF THE

BUILDING IN MOHAVE COUNTY?

I Prior to the Citizens' Acquisition, water utility operations were housed in a

building shared with Citizens' telephone operations. Under the Citizens-Arizona-

American asset purchase agreement, the Company was given a month-to-month

lease on the shared space for a maximum period of one-year after close. Another

building was purchased and remodeled to house the associates that will no longer

be able to be housed in the Citizens' owned building.

|
I

WHAT NECESSITATED THE OFFICE CHANGES IN MARICOPA

I
I
I

COUNTY?

Two factors required Arizona-American to lease space in Maricopa County. First,

Arizona-American's five-year lease in the City of Surprise City Hall Complex

currently occupied by its Engineering staff has expired. The City needs space for

its own growing staff and will not renew the lease. Second, the Company owned

building in Sun City is overcrowded, cannot be expanded and cannot

accommodate planned growth in staffing.

1

2

3

4

5

6

7

8 A .

9

10

11

12

13

14 Q.

15

16 A .

17

18

19

20

21

22 Q.

23 A.

24

25

26

WHAT WILL HAPPEN TO THE SUN CITY BUILDING?

The Sun City building will continue to house the Operations staff serving western

Maricopa County. Additionally, Customer Service personnel will continue to be

housed at this location and it will continue to be used as a customer service and bill

payment location for our customers .
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Q- HOW HAVE THE COSTS ASSOCIATED WITH THESE OFFICES BEEN

TREATED IN THIS CASE?

As more fully explained in the Direct Testimony of Thomas J. Bourassa, the

capital costs have been included as an adjustment to test year plant in service.

Likewise the rent for the leased space has been included as an adjustment to test

year expenses

Q- YOU ALSO MENTIONED CHANGES IN STAFFING.

DESCRIBE THOSE CHANGES.

PLEASE

At the outset, it must be recognized that the current Arizona-American workforce

truly represents a new organization, not simply a combination of the former

Arizona-American and former Citizens' workforces. Arizona-American's current

staff consists of 131.5 authorized associates for year-end 2002. In aggregate, this

is an increase of 10 full-time positions over the three-year period since Arizona-

American agreed to purchase the Citizens assets in October of 1999.

Q- WHY WERE THESE INCREASES IN AUTHORIZED POSITIONS

NECESSARY DURING THE INTERVENING THREE YEARS?

There were a number of reasons for these increases in staffing but the primary

reasons are customer growth and regulatory needs.

1

2

3 A .

4

5

6

7

8

9 A .

10

11

12

13

14

15

16

17 A .

18

19

20

21 A .

22

23

24

25

26

Q~ HOW HAVE GROWTH AND REGULATORY NEEDS WARRANTED AN

INCREASE IN STAFFING?

Since 1999, the total number of customers served by the districts acquired by

Arizona-American has increased by over 16,000 units or approximately 13%. As

for regulatory needs, environmental regulations related to water and wastewater

utility service continue to become more stringent as is evidenced by the recently

adopted arsenic standards. Staffing levels in our Water Qual i ty and Water

Resource support groups must respond to these increased regulatory demands .
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I

Q- CAN YOU IDENTIFY ANY OTHER FACTORS THAT HAVE AFFECTED

STAFFING?

Yes. To begin with, the assets acquired from Citizens were being operated with

insufficient staffing. I guess this should not be surprising. Citizens was not

earning its authorized rate of return and had made the decision some time ago to

sell all of its water and wastewater assets in Arizona. Hiring new personnel was

not a top priority. Moreover, in 1999 Citizens operated its Mohave County and

Maricopa County operations as completely separate entities and, of course,

Arizona-American's Paradise Valley operation was operated as a standalone entity.

Substantial reorganization was required to merge these three separate operations

into a single combined operation.

HOW HAVE THESE Two FACTORS IMPACTED REQUIRED

STAFFING LEVELS?

Citizens' understaffing of operations has caused the Company to increase the

number of associates required to serve our customers. We expect that trend to

continue for several years as Arizona-American continues its efforts to adequately

staff its operations. Combining the three formally separate operations into one has

had the opposite effect. Fortunately, the gained efficiency of the combined

operation has significantly offset hiring needs designed to reverse the impacts of

Citizens' historic understaffing.

1

2

3 A .

4

5

6

7

8

9

10

11

12 Q-

13

14 A.

15

16

17

18

19

20

21 Q.

22

23 A.

24

25

26

HOW WERE THESE THREE OPERATIONS CENTERS COMBINED

INTO A SINGLE OPERATING ENTITY?

The reorganization was a two-step process. First, prior to completing the Citizens'

Acquisition, Arizona-American evaluated the organizations and eliminated several

positions that would be unnecessary in a combined operation. Additionally, during

this period, new positions were authorized as needed to meet growth and

FENNEMORE CRAIG
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regulatory demands as well as customer needs. Finally, since the closing in

January 2002, we have continued to reorganize the workforce to maximize the

effectiveness and efficiency of the combined organization.

Q- HOW EXTENSIVE WERE THESE POSITION ELIMINATIONS AND

OTHER REORGANIZATIONS?

They were very extensive. In the two plus years before the acquisition was

completed, 15 full-time positions were targeted for elimination on or prior to the

close, 23 full-time and l part-time positions were authorized, and one part-time

associate was moved to full-time. This represents a net increase of 9 positions.

Since the closing, 6 additional full-time positions have been eliminated and 7 full-

time positions have been added for a net increase of l position. Thus, the net

increase over the total three-year period has been 10 positions.

Q. DOES THE COMPANY'S RATE FILING TAKE INTO ACCOUNT THESE

STAFFING CHANGES AND OPERATIONAL REORGANIZATIONS?

Yes. Appropriate adjustments for known and measurable changes to associate

salaries and related expenses have been made as more fully explained in the Direct

Testimony of Thomas J. Bourassa.

Q- DOES THIS CONCLUDE YOUR TESTIMONY?

1

2

3

4

5

6 A.

7

8

9

10

11

12

13

14

15 A.

16

17

18

19 A.

2 0

21 1358924.4

22

23

24

25

26

Yes it does.
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I
I
I I.

Q-

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A. My name is Robert J. Kuta, and my business address is 19820 N. 7th Street, Suite

201, Phoenix, Arizona, 85024.

Q- BY WHOM ARE YOU EMPLOYED?

A. By Arizona-Ainerican Water Company ("Arizona-American" or "Company"). I

am the Manager. Previously, I held the position of Director with Citizens Water

Resources before Arizona-American acquired all of the water and wastewater

assets of Citizens Communications Company ("Citizens") earlier this year. I

started with Citizens in 1998.

Q. WHAT ARE YOUR RESPONSIBILITIES AS MANAGER OF ARIZONA-

A.

AMERICAN?

I am responsible for managing all aspects of Arizona-Amer*ican's day to day water

and wastewater operations including administration, production, field services,

customer service and water quality business units sewing approximately 115,000

customers in Mohave, Maricopa and Santa Cruz Counties.

Q WHAT WERE YOUR RESPONSIBILITIES AS DIRECTOR WITH

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

CITIZENS?

I was responsible for development of strategic planning and long-range goals,

performed tactical functions including budget preparation, resource allocation and

development, implementation and review of key operational activities for

nationwide operations serving a population of 700,000. I also provided oversight

and direction to internal and retained legal services in connection with the

resolution of material litigation matters and was responsible for coordination of

closing efforts for Arizona operations during acquisition by Arizona-American.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Q- WHAT WAS YOUR WORK HISTORY BEFORE JOINING CITIZENS

AND THEN ARIZONA-AMERICAN?

A. I sewed as a Water Operations Manager for Chaparral City W ater

Company/Spring Creek Utilities Company, and was an engineer with Litchfield

Park Service Company. I also worked as a hydrogeologist with various

companies, and was a hydrologist with the Arizona Department of Environmental

Quality.

Q. PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

A. I graduated from Central Michigan University in 1986 with a Bachelor of Science

Degree - Limnology Concentration. I  a lso  ho ld  a  Master o f  Business

Administration from the University of Phoenix, and hold a Certified Operator

licenses from the State of Arizona in Distribution, Collection and Water and

Wastewater Treatment. Finally, I have nearly completed Graduate Studies for a

Hydrology/Civil Engineering Degree at Arizona State University.

II. OVERVIEW OF AGUA FRIA WATER., ANTHEM
ANTHEM/ACUA FRIA WASTEWATER DISTRICTS

WATER AND

Q- IN YOUR CAPACITY As MANAGER, Is IT FAIR To SAY YOU ARE

FAMILIAR WITH ALL OF ARIZONA-AMERICAN'S WATER AND

WASTEWATER OPERATIONS IN ARIZONA?

1

2

3

4

5

6

7

8

9

10

11
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13

14

15

16

17

18

19

20

21

22

23

24

25

26

A. Yes, and this goes to the principal purpose of my testimony in connection with the

Company's rate filing. In each of the five applications, I will provide a brief

overview of the applicable water and wastewater dist*icts,l including location,

customer base, operations and other significant features. I will also provide

testimony regarding current staffing levels, Arizona-Ainerican's new offices, and

1 As explained in the Direct Testimony of David P. Stephenson, the terms "district" and
"system" are used.1n their general sense to denote tan ffed areas. For purposes of the
Company's rate filing they are essentially synonymous.

I
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I
I
I
I

relevant water supply and wastewater treatment issues. In this particular

application, I will address the requested rate increases for the Agua Fria water,

Anthem water and Anthem/Agua Fria wastewater systems.

Q- WERE  EACH  OF  TH ESE  SYSTEM S  P ART  OF  TH E  C IT IZ ENS '

ACQUISITION?

I A.

I
I
I
I
I
I
I

Yes, along with several other water and wastewater systems located in growth

corridors, primarily in high growth Maricopa and Mohave Counties. Overall, the

assets Arizona-American acquired from Citizens provide water (potable, non-

potable, and reclaimed), wastewater (sewer collection, treatment and recharge),

and water and wastewater operation and maintenance services.

As explained in the Direct Testimony of David P. Stephenson, the Company

is filing five applications seeking rate increases for several of the systems Arizona-

American recently acquired from Citizens. Specifically, the systems covered by

these five applications include the Sun City water and wastewater districts

(Application No. 1), Sun City West water and wastewater districts (Application

No. 2), the Mohave water district and the Havasu water district (Application No.

3), Agua Fria water district, Anthem water district and the Anthem/Agua Fria

wastewater district (Application No. 4), and the Tubac water district (Application

No. 5). For convenience, I will sometimes refer to the five applications

collectively as the Company's rate filing.I
Q- WOULD YOU PLEASE PROVIDE AN OVERVIEW OF THE SYSTEMS

THAT ARE THE SUBJECT OF THIS APPLICATION.

A.

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26I

Yes. I will start with the Agua Fria water district. Arizona-A1nerican's Agua Fria

water district provides utility service within an area of Maricopa County, Arizona,

that is generally located south and west of Sun City West, Arizona. This system

was acquired by Arizona-American in January 2002 and currently provides water

I
I
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I
I
I

service to more than 14,000 customers. The majority of these customers live in the

City of Surprise, Arizona's most rapidly growing city. This area is within the

Phoenix Active Management Area.

I Q- WHEN WAS SERVICE FIRST PROVIDED IN THIS DISTRICT?

I
I
I

The Agua Fria Division, as it was known under Citizens' ownership, began in

1975 with the acquisition of two very small water systems and nearly 50 square

miles of undeveloped certif icated area from the Maricopa Water District, a

political subdivision of the State of Arizona ("MWD"). MWD obtained a CC&N

for this district in 1961 and Citizens later obtained its CC&N for the Agua Fria

water district in 1975. Current rates and charges for service in the Agua Fria water

district were approved by the Commission in Decision No. 60172 (May 7, 1997)

based on a test year that consisted of the 12-month period ending March 31, 1995.

That decision authorized an increase in revenue of 4.7 percent.I
Q- PLEASE DESCRIBE THE W ATER RESOURCES ASSOCIATED W ITH

THE AGUA FRIA WATER DISTRICT?I
I

A.

I
I
I
I

1

2

3

4

5 I A.

6

7

8

9

10

11

12

13

14
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16

17

18
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23

24

25

26I

The Agua Fria water district relies on groundwater withdrawn from wells within

the certificated service area and recovered Central Arizona Project ("CAP") water

to furnish water utility service. Arizona-American acquired the rights of Citizens'

subcontract for the delivery and use of CAP water in conjunction with the

acquisition of the Agua Fria district In 2002, Arizona-American will take delivery

of and use 4,300 acre-feet of the 11,093 acre-feet of CAP water allotted annually

to the Company for its Agua Fria water district. The CAP water is delivered to the

MWD Groundwater Savings Facility and legally recovered f rom Arizona-

Arnerican's wells in the district's certificated service area. In the future, as

MWD's service area (that is largely contiguous with the Agua Fria water system's

certificated area) urbanizes, Arizona-American will receive Agua Fria River water

I
I
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I
I
I from MWD in accordance with a contract between Arizona-American and MWD.

I
COULD YOU PLEASE DESCRIBE THE ANTHEM WATER DISTRICT?

I
I
I
I
I
I
I
I

The Anthem water district was previously owned by two Citizens subsidiaries,

Citizens Water Resources Company of Arizona and Citizens Water Services

Company of Arizona. The system was also acquired by Arizona-American in

January 2002 in conjunction with the purchase of all of the water and wastewater

utility systems and assets owned or controlled by Citizens in Arizona. The two

Citizens' subsidiaries were originally granted certificates of public convenience

and necessity in Decision No. 60975 (July 19, 1998).

The Anthem water district serves a large, master planned development that

is situated some 25 miles north of the City of Phoenix, in the northeastern portion

of Maricopa County, Arizona, known as Anthem. Anthem is a diverse master

planned community being developed by Del Webb Corporation, a major real estate

developer in the southwest that was recently acquired by Pulte Homes. By year-

end 2001, over 2,500 homes were receiving water and wastewater service. The

current rates and charges for water service were established in Decision No.

60975. Anthem is located within the Phoenix Active Management Area.

I
Q- How DID THE EXTENSION OF SERVICE BY CITIZENS To ANTHEM

COME ABOUT?

I A.

I
I

1

2 I Q.

3 I A.

4

5

6

7

8
9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26I

On September 29, 1997, Citizens and its two subsidiaries entered into an

agreement with Del Webb and a Del Webb affiliate providing the terms and

conditions under which water and wastewater services would be provided to

Anthem. Although the agreement with Del Webb was submitted to the

Commission in conjunction with the applications for certificates of convenience

and necessity to provide water and wastewater services to Anthem, the

Commission declined to approve this agreement. Thereafter, Citizens and Del

I
I
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I
I
I
I
I
I
I
I

Webb entered into a second, separate agreement addressing issues resulting from

the Commission's decision not to approve the initial agreement and to address the

City of Phoenix's refusal to allow Citizens to provide water and wastewater utility

serv ices wi th in  that  port ion o f  Anthem located wi th in  the Ci ty  l imi ts .

Additionally, two amendments to the initial agreement regarding expansion of the

CC&N and removal from the CC&N of the area within the City of Phoenix were

also executed. In Decision No. 63445 (March 13, 2001), the Commission

approved the first amendment to the agreement concerning an extension of service.

However, in Decision No. 64897 (June 5, 2002), the Commission declined to

address or approve the second amendment.

I Q- COULD YOU EXPLAIN YOUR UNDERSTANDING OF WHY THE

COMMISSION DID NOT APPROVE THE ANTHEM AGREEMENTS?

I A.

I
I
I

I understand that the position of the Commission's Utilities Division ("Start"), as

indicated in certain pre-filed testimony, is that the Anthem agreement constitutes a

"private contract" and, as such, does not require Commission approval to be

effective. See Direct Testimony of Darren W. Carlson and accompanying Staff

Report, filed March 15, 2002, in Docket Nos. WS-03454A-00-1022, et al. In

Decision 64897, the Commission agreed with Staff" s position and declined to

approve the agreement.

I Q- YOU MENTIONED A SECOND AGREEMENT BETWEEN CITIZENS

COMMUNICATIONS COMPANY AND DEL WEBB. CAN YOU

EXPLAIN THAT AGREEMENT?I
A.

I
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26I

I can try. This agreement was negotiated at the Citizens' corporate parent level

after the Commission declined to approve all of the terms of the initial Citizens-

Del Webb agreement and declined to allow specif ic accounting treatment

requested by Citizens. Accordingly, I have litt le direct knowledge of  the

I
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I
I
I
I
I
I
I
I
I

negotiations. In large part though, it appears that the purpose of this letter

agreement is to require Del Webb to make payments to Citizens' parent company

in consideration for capital investments made by Citizens that were not recoverable

through rates as contemplated by the part ies in their init ial agreement.

Addit ionally, the agreement establishes a f ramework for the part ies to

cooperatively address negotiations with the City of Phoenix regarding future water

service within the portion of Anthem located within the City limits. This portion

of the letter agreement is now moot as definitive agreements have been reached

with the City of Phoenix. In addition, as the amounts paid by Del Webb under that

agreement will now be paid to Arizona-American, the Company, as explained in

the Direct Testimony of Thomas J. Bourassa, proposes an adjustment to increase

revenue in the two Anthem districts by the average of the first 3 years of payments

(2004 through 2006), allocated on the basis of the fair value rate base for these

systems.

Q- PLEASE DESCRIBE THE WATER RESOURCES ASSOCIATED WITH

THE ANTHEM WATER DISTRICT?
I
I A.

I
I
I
I
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Del Webb obtained water rights from the Ak-Chin Indian Tribe under a 100-year

lease. Pursuant to the development agreement (as amended) made with Del Webb,

the system is entitled to purchase up to 6,825 acre-feet of Colorado River water

annually to serve customers in Anthem. This water is delivered by means of the

CAP aqueduct and a separate pipeline that delivers water from the aqueduct near

Lake Pleasant to Anthem. This water, although diverted from the Colorado River,

constitutes a portion of the Tribe's entitlement and, as a consequence, is of higher

priority than water delivered under a CAP subcontract. The Ak-Chin lease has a

one time water lease charge and a per acre-foot water use charge. The water lease

charge is being paid by Del Webb in ten annual installments. It is recorded as anI
I
I
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I
I
I
I
I
I
I
I
I
I
I
I
I Q. COULD YOU PLEASE DESCRIBE

WASTEWATER DISTRICT?

advance and is included in plant (i.e., an intangible asset).

In addition, the Citizens entities negotiated an agreement with the City of

Phoenix, which has also been assigned to Arizona-American. Under that

agreement, a portion of the certificated area, which is located in Phoenix

(approximately 900 acres), was deleted and is served by Phoenix through an

interim wholesale connection from the Anthem water system. In the future, an

interconnection will be constructed between the City of Phoenix's water system

and the Anthem water system. Upon completion of the interconnect, the Anthem

water district will be provided with supplemental, peak and emergency water

services from the Phoenix system. This will eliminate the need to construct an

additional 5.0 million gallons per day of treatment facilities to meet peak demand.

Under the agreement with Phoenix, five annual payments in the amount of $1

million must be made to Phoenix.

Citizens filed an application requesting that these payments be recognized

as a regulatory asset. The Commission, in Decision No. 64897 (June 5, 2002),

ordered that these payments be recognized as a regulatory asset, but further

directed that the amortization period and method of recovery be detennined in a

future rate case. The first payment to Phoenix is due when Phoenix extends its

infrastnlcture to the Anthem area, which is expected to occur in 2003. The second

and remaining payments are due annually beginning in2006.

THE ANTHEM/AGUA FRIA

I
A.

I
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The Anthem/Agua Fria wastewater district was also owned and operated by

Citizens Water Resources Company of Arizona and Citizens Water Services

Company of Arizona, and was acquired by Arizona-American in January 2002.

This system presently serves the Anthem development, which, as previously

I
I
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I
I
I

explained, is a large, master-planned community located north of Phoenix being

developed by Del Webb Corporation. The original certif icates of  public

convenience and necessity were also approved in Decision No. 60975 (July 19,

1998). The current rates and charges for service were established in Decision No.

60975.

I Q, AND THE EXTENSION OF WASTEWATER SERVICE TO ANTHEM

WAS ALSO GOVERNED BY THE "PRIVATE CONTRACT" BETWEEN

DEL WEBB AND ARIZONA-AMERICAN?I
I

A.

I
I This agreement was submitted to the Commission and,

I
I
I
I
I

Correct, as well as the second agreement negotiated between Citizens and Del

Webb at the parent level. As previously explained, Citizens and its two

subsidiaries entered into a development agreement with Del Webb setting forth the

terms and conditions under which both water and wastewater services would be

extended to Anthem.

although not expressly approved, was analyzed by Staff in conjunction with

granting the certificates and formed the basis under which service would be

extended and provided. A wastewater treatment plant and other "backbone"

collection and treatment facilities have been constructed, which are currently used

to serve customers in Anthem.

The Anthem/Agua Fria wastewater district is also subject to the same

agreement with the City of Phoenix discussed previously with respect to the

Anthem Water System. Under that agreement, the Anthem/Agua Fria wastewater

district provides long-term contract wastewater treatment services to the City of

Phoenix for the portion of Anthem located within Phoenix.

I Q- Is THE COMPANY CURRENTLY PROVIDING WASTEWATER

UTILITY SERVICE OUTSIDE OF ANTHEM?

I

1

2

3

4

5
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8
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10
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25

26 A. Not yet, but the Company anticipates extending wastewater service to new projects |

I
I

9



I
I
I

I

within or in the vicinity of the certificated area of the Agua Fria water district in

the near future. In Decision Nos. 64307 (December 28, 2001) and 64746 (April

17, 2002), the Commission approved CC&N extension for lands within the Agua

Fria water district boundaries. By using the Anthem district to provide wastewater

services, the creation of a new wastewater entity was avoided and all non-"Sun

Cities" wastewater service is now consolidated into a single entity.I
Q~ PLEASE DESCRIBE THE AREAS CERTIFICATED IN DECISION nos.

64307 AND 64746?I
I

A.

t

I
I
I
I
I
I

In Decision No. 64307, the Commission approved an extension of the CC&N to

include DMB's 8,800 acre, 10,000 unit Verrado development, a master-planned

development in the western portion of the Phoenix metropolitan area. Verrado is

located in the Town of Buckeye and is planned for a mix of commercial, industrial,

residential, and public uses. The Agua Fria water district will provide water, and

reclaimed water service and the Anthem/Agua Fria wastewater district will provide

the wastewater service to Verrado. The first home sales are expected in early

2004.

In Decision No. 64746, the Commission approved extension of the

certificate to include Russell Ranch, a 493 unit master planned development. As

with Verrado, the Agua Fria water district will provide water service and the

Anthem/Agua Fria wastewater district will provide the wastewater service. The

first customer in Russell Ranch is expected by year-end.

I 111.

Q .

I

POST-ACQUISITION CHANGES BY ARIZONA-AMERICAN

HAVE THERE BEEN OPERATIONAL, ADMINISTRATIVE OR OTHER

CHANGES SINCE ARIZONA-AMERICAN COMPLETED THE

ACQUISITION OF THE CITIZENS' ASSETS?

I

1

2

3
4

5
6
7
8

9
10
11
12
13
14

15
16
17
18
19
20
21
22
23
24
25
26 I A. Since January 2002, when the acquisition was completed, Arizona-American has

I
I
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made a number of operational and administrative changes, including, most notably,

consolidation and relocation of offices in Maricopa and Mohave counties and

changes in staffing levels.

Q- W OULD YO U P L E A S E DESCRIBE THE C H A N G E S  I N  O F F I C E

LOCATIONS FOR ARIZONA-AMERICAN STAFF THAT HAVE BEEN

IMPLEMENTED?

I
I
I
I
I
I

A.

1

Certainly. The Company recently purchased and remodeled a building to house its

Mohave County Operations staff and leased a portion of a building to house its

Corporate Management, Water Quality, Engineering and Arizona based American

Water Works Service Company personnel located in Maricopa County. The vast

majority of Arizona-American's management, administrative and operations staff

are located in the Maricopa County and Mohave County office locations.

Q- WHAT NECESSITATED THE OFFICE CHANGES IN MARICOPA

A.

COUNTY?

Two factors required Arizona-American to lease space in Maricopa County. First,

Arizona~American's five-year lease in the City of Surprise City Hall Complex

currently occupied by its Engineering staff has expired. The City needs space for

its own growing staff and will not renew the lease. Second, the Company owned

bui ld ing in Sun City is overcrowded, cannot be expanded and cannot

accommodate planned growth in staffing.

Q- WHAT WILL HAPPEN TO THE SUN CITY BUILDING?

1
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A. The Sun City building will continue to house the Operations staff serving western

Maricopa County, including Sun City. Additionally, Customer Service personnel

will continue to be housed at this location and it will continue to be used as a

customer service and bill payment location for our customers.

I
I
I
I
I
I
I
I
I
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I
I

Q-

A.

I
Q~ PLEASE

I
I
I

A.

HOW HAVE THE COSTS ASSOCIATED WITH THESE OFFICES BEEN

TREATED IN THIS CASE? ,

As more fully explained in the Direct Testimony of Thomas J. Bourassa, the

capital costs have been included as an adjustment to test year plant in service.

Likewise the rent for the leased space has been included as an adjustment to test

year expenses

YOU ALSO MENTIONED CHANGES IN STAFFING.

DESCRIBE THOSE CHANGES.

At the outset, it must be recognized that the current Arizona-American workforce

truly represents a new organization, not simply a combination of the former

Arizona-American and former Citizens' workforces. Arizona-American's current

staff consists of 131.5 authorized associates for year-end 2002. In aggregate, this

is an increase of 10 full-time positions over the three-year period since Arizona-

American agreed to purchase the Citizens assets in October of1999.

Q- WHY WERE THESE INCREASES IN AUTHORIZED POSITIONS

NECESSARY DURING THE INTERVENING THREE YEARS?

A. There were a number of reasons for these increases in staffing but the primary

reasons are customer growth and regulatory needs.

I Q- How HAVE GROWTH AND REGULATORY NEEDS WARRANTED AN

A.

I
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INCREASE IN STAFFING?

Since 1999, the total number of customers served by the districts acquired by

Arizona-American has increased by over 16,000 units or approximately 13%.

Most cf the growth has occurred in the Agua Fria and Anthem disMasts. As a

result of this growth, the Company has had to expand its water and wastewater

treatment facilities for Anthem by 6 and 3 times original capacity, respectively. In

Agua Fria we have added many new wells and several booster facilities. Mains for

I
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I
I
I
I

dozens of new subdivisions have been installed in Anthem and Agua Fria. All of

these facilities require additional labor for operations and maintenance. New

customers also place additional demands on our meter reading and customer

service staffs.

entirely new infrastructure, require increases in staffing in our Engineering and

Development Services departments in order to bring the facilities online. As for

regulatory needs, environmental regulations related to water and wastewater utility

service continue to become more stringent as is evidenced by the recently adopted

arsenic standards. Staffing levels in our Water Quality and Water Resource

support groups must respond to these increased regulatory demands.

Additional subdivisions like Verrado and Russell Ranch, with

Q- CAN YOU IDENTIFY ANY OTHER FACTORS THAT HAVE AFFECTED

A.

STAFFING?

Yes. To begin with, the assets acquired from Citizens were being operated with

insufficient staffing. I guess this should not be surprising. Citizens was not

earning its authorized rate of return and had made the decision some time ago to

sell all of its water and wastewater assets in Arizona. Hiring new personnel was

not a top priority. Moreover, in 1999 Citizens operated its Mohave County and

Maricopa County operations as completely separate entities and, of course,

Arizona-American's Paradise Valley operation was operated as a standalone entity.

Substantial reorganization was required to merge these three separate operations

into a single combined operation.

Q- HOW  HAVE THESE T w o FACTORS IMPACTED REQUIRED

I
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A.

STAFFING LEVELS?

Citizens' understaffing of operations has caused the Company to increase the

number of associates required to serve our customers. We expect that trend to

continue for several years as Arizona-American continues its efforts to adequately

I
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staff its operations. Combining the three formally separate operations into one has

had the opposite effect. Fortunately, the gained efficiency of the combined

operation has significantly offset hiring needs designed to reverse the impacts of

Citizens' historic understaffing.

Q- HO W  W E RE  THE S E  THRE E  O P E RA TIO NS  CE NTE RS  CO MB INE D

INTO A SINGLE OPERATING ENTITY?

A. The reorganization was a two-step process. First, prior to completing the Citizens'

Acquisition, Arizona-American evaluated the organizations and eliminated several

positions that would be unnecessary in a combined operation. Additionally, during

this period, new positions were authorized as needed to meet growth and

regulatory demands as well as customer needs. Finally, since the closing in

January 2002, we have continued to reorganize the workforce to maximize the

effectiveness and efficiency of the combined organization.

Q. HOW EXTENSIVE WERE THESE POSITION ELIMINATIONS AND

OTHER REORGANIZATIONS?

A. They were very extensive. In the two plus years before the acquisition was

completed, 15 full-time positions were targeted for elimination on or prior to the

close, 23 full-time and 1 part-time positions were authorized, and one part-time

associate was moved to full-time. This represents a net increase of 9 positions.

Since the closing, 6 additional full-time positions have been eliminated and 7 full-

time positions have been added for a net increase of l position. Thus, the net

increase over the total three-year period has been 10 positions.

Q. DOES THE COMPANY'S RATE FILING TAKE INTO ACCOUNT THESE

STAFFING CHANGES AND OPERATIONAL REORGANIZATIONS?
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A. Yes. Appropriate adjustments for known and measurable changes to associate

salaries and related expenses have been made as more fully explained in the Direct

14



Testimony of Thomas J. Bourassa.

Q~ DOES THIS CGNCLUDE YOUR TESTIMONY?

A. Yes it does.
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1.

Q-

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Robert J. Kuta, and my business address is 19820 N. 7th Street, Suite

201, Phoenix, Arizona, 85024.

Q- BY WHOM ARE YOU EMPLOYED?

I
I
I
I
I
I
I

By Arizona-American Water Company ("Arizona-American" or "Company").

am the Manager. Previously, I held the position of Director with Citizens Water

Resources before Arizona-American acquired all of the water and wastewater

assets of Citizens Communications Company ("Citizens") earlier this year. I

started with Citizens in 1998.

I

Q. WHAT ARE YOUR RESPONSIBILITIES As MANAGER OF ARIZONA-

AMERICAN?

I
I
I Q WHAT WERE YOUR RESPONSIBILITIES DIRECTOR WITH

CITIZENS?

I am responsible for managing all aspects of Arizona-American's day to day water

and wastewater operations including administration, production, field services,

customer service and water quality business units serving approximately 115,000

customers in Mohave, Maricopa and Santa Cruz Counties.

AS

I

I was responsible for development of strategic planning and long-range goals,

performed tactical functions including budget preparation, resource allocation and

development, implementation and review of key operational activities for

nationwide operations serving a population of 700,000. I also provided oversight

and direction to internal and retained legal services in connection with the

resolution of material litigation matters. I was also responsible for coordination of

closing efforts for Arizona operations during acquisition by Arizona-American.I
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I

Q- WHAT WAS YOUR WORK HISTORY BEFORE JOINING CITIZENS

AND THEN ARIZONA-AMERICAN?

I

I
I

Q- PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND.

I

I
I
I

11. OVERVIEW OF TUBAC WATER DISTRICT

Q- IN YOUR CAPACITY AS MANAGER, Is IT FAIR TO SAY YOU ARE

FAMILIAR WITH ALL OF ARIZONA-AMERICAN'S WATER AND

WASTEWATER OPERATIONS IN ARIZONA?

I
I
I

1

2

3 A. served as a Water Operations Manager for Chaparral City Water

4 Company/Spring Creek Utilities Company, and was an engineer with Litchfield

5 Park Service Company. I also worked as a hydrogeologist with various

6 companies, and was a hydrologist with the Arizona Department of Environmental

7 Quality.

8

9 A. I graduated from Central Michigan University in 1986 with a Bachelor of Science

10 Degree - Limnology Concentration. I also hold a Master of Business

11 Administration from the University of Phoenix, and hold a Certified Operator

12 licenses from the State of Arizona in Distribution, Collection and Water and

13 Wastewater Treatment. Finally, I have nearly completed Graduate Studies for a

14 Hydrology/Civil Engineering Degree at Arizona State University.

15

16

17

18

19 A. Yes, and this goes to the principal purpose of my testimony in connection with the

20 Company's rate filing. In each of the five applications, I will provide a brief

21 overview of the applicable water and wastewater districts,' including location,

22 customer base, operations and other significant features. I will also provide

23 testimony about current staffing levels, Arizona-American's new offices, and

24 relevant water supply and wastewater treatment issues. In this application, I will

25
26 to denote tariffedI

I

1 As explained in the Direct Testimony of David P. Ste Henson, the terms "district" and
"system" are used. in the general sense areas. For purposes of the
Company's rate filing they are essentially synonymous.
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address the rate application for the Tubae water district.

Q- WAS THE TUBAC WATER DISTRICT PART OF THE CITIZENS'

ACQUISITION?I
I
I
I
I
I
I
I
I
I

Yes, along with several other water and wastewater systems located in growth

corridors, primarily in high growth Maricopa and Mohave Counties, although the

Tubac water district is located in Santa Cruz County. Overall, the assets Arizona-

American acquired from Citizens provide water (potable, non-potable, and

reclaimed), wastewater (sewer collection, treatment and recharge), and water and

wastewater operation and maintenance services.

As explained in the Direct Testimony of David P. Stephenson, the

Company is filing five applications seeking rate increases for several of the

systems Arizona-American recently acquired from Citizens. Specifically, the

systems covered by these five applications include the Sun City water and

wastewater districts (Application No. 1), Sun City West water and wastewater

districts (Application No. 2), the Mohave water district and the Havasu water

district (Application No. 3), Agua Fria water district, Anthem water district and the

Anthem/Agua Fria wastewater district (Application No. 4), and the Tubac water

district (Application No. 5). For convenience, I will sometimes refer to the five

applications collectively as the Company's rate filing.

I Q- W OULD YOU PLEASE PROVIDE AN OVERVIEW  OF  T HE T UBAC

WATER DISTRICT.

I

I
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Yes. The Tubae water district was formerly owned and operated by Tubae Valley

Water Company, Inc., a wholly-owned subsidiary of Citizens. It is a small water

system, with annual revenues from water sales under $1,000,000 and, at present,

approximately 500 customers. As I said, it is located in Santa Cruz County,

approximately 30 miles north of the international border with Mexico, in between

I
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the Santa Rita, Tumacacori, and San Cayetano mountains. Actually, Tubac is a

thriving artist and retirement center. Although, for that reason, as well as its

location and the surrounding land ownership, this system has limited growth

potential.

Q- WHEN WAS SERVICE FIRST PROVIDED IN THE TUBAC WATER

DISTRICT?

The Tubac water district was originally granted a certificate of public convenience

and necessity in Decision No. 31919 (Nov. 12, 1959). Its current rates and charges

for utility service were approved in Decision No. 60172 (May 7, 1997), based on a

test year ending March 31, 1995. At that time, the water system received an

increase in revenues of 14.8 percent.

Q- PLEASE DESCRIBE THE W ATER RESOURCES ASSOCIATED W ITH

THE TUBAC WATER DISTRICT?

All of the water utilized in the Tubac water district for its utility operations is

withdrawn from wells within its certificated area. There is concern that some of

these wells may be pumping sub-surface flow from the Santa Cruz River, which

generally flows in a northerly direction and through a portion of the water system's

certificated area. The Company has asserted claims to surface water in the

pending general adjudication of water rights in the Gila River System and source,

which is proceeding at a very slow pace. The water system is also located within

the Santa Cruz Active Management Area, established by the Arizona Department

of Water Resources.
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111.

Q-

POST-ACQUISITICN CHANGES BY ARIZONA-AMERICAN

HAVE THERE BEEN OPERATIONAL, ADMINISTRATIVE OR OTHER

CHANGES SINCE ARIZONA-AMERICAN COMPLETED THE

ACQUISITION OF THE CITIZENS' ASSETS?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Since January 2002, when the acquisition was completed, Arizona-American has

made a number of operational and administrative changes, including, most

notably, consolidation and relocation of offices in Maricopa and Mohave counties

and changes in staffing levels.

I
I

Q- W OULD YOU PLEASE DESCRIBE THE CHANGES I N  O F F I C E

LOCATIONS FOR ARIZONA-AMERICAN STAFF THAT HAVE BEEN

IMPLEMENTED?

I

Certainly. The Company recently purchased and remolded a building to house its

Mohave County Operations staff and leased a portion of a building to house its

Corporate Management, Water Quality, Engineering and Arizona based American

Water Works Service Company personnel located in Maricopa County. The vast

majority of Arizona-American's management, administrative and operations staff

are located in the Maricopa County and Mohave County office locations. Most of

the personnel responsible for operating the Tubac water district are housed in the

Maricopa County office locations.

Q- DOES ARIZONA-AMERICAN HAVE AN ADMINISTRATIVE AND/OR

OPERATIONS LOCATION IN SANTA CRUZ COUNTY?

Yes. A modular office trailer is located at 15 Burrell Street in Tubac. The small

office is a base of operation for the single associate assigned to the Tubac water

district.
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Q- WHAT NECESSITATED THE OFFICE CHANGES IN MARICOPA

COUNTY?

Two factors required Arizona-American to lease space in Maricopa County. First,

Arizona-American's five-year lease in the City of Surprise City Hall Complex

currently occupied by its Engineering Staff has expired. The City needs space for

its own growing staff and will not renew the lease. Second, the Company owned

I
I
I
I
I
I
I
I
I
I 5



building in Sun City is overcrowded, cannot be expanded and cannot

accommodate planned growth in staffing.

I
I

Q- WHAT WILL HAPPEN To THE SUN CITY BUILDING?

The Sun City building will continue to house the Operations staff serving western

Maricopa County. Additionally, Customer Service personnel will continue to be

housed at this location and it will continue to be used as a customer service and bill

payment location for our customers.

Q. How HAVE THE COSTS ASSOCIATED WITH THESE OFFICES BEEN

TREATED IN THIS CASE?

As more fully explained in the Direct Testimony of Thomas J. Bourassa, the

capital costs have been included as an adjustment to test year plant in service.

Likewise the rent for the leased space has been included as an adjustment to test

year expenses

Q- YOU ALSO MENTIONED CHANGES IN STAFFING.

DESCRIBE THOSE CHANGES.

PLEASE

At the outset, it must be recognized that the current Arizona-American workforce

truly represents a new organization, not simply a combination of the former

Arizona-American and former Citizens' workforces. Arizona-American's current

staff consists of 131.5 authorized associates for year-end 2002. In aggregate, this

is an increase of 10 full-time positions over the three-year period since Arizona-

American agreed to purchase the Citizens assets in October of 1999.

I
I
I
I
I
I
I
I
I
I

Q- WHY WERE THESE INCREASES IN AUTHORIZED POSITIONS

NECESSARY DURING THE INTERVENING THREE YEARS?

1

2

3

4 A.

5

6

7

8

9

10 A .

11

12

13

14

15

16 A .

17

18

19

20

21

22

23

24 A .

25

26

There were a number of reasons for these increases in staffing but the primary

reasons are customer growth and regulatory needs.

I 6
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Q- HOW HAVE GROWTH AND REGULATORY NEEDS WARRANTED AN

INCREASE IN STAFFING?

Since 1999, the total number of customers served by the districts acquired by

Arizona-American has increased by over 16,000 units or approximately 13%. As

for regulatory needs, environmental regulations related to water and wastewater

utility service continue to become more stringent as is evidenced by the recently

adopted arsenic standards. Staffing levels in our Water Quality and Water

Resource support groups must respond to these increased regulatory demands.

Q. CAN YOU IDENTIFY ANY OTHER FACTORS THAT HAVE AFFECTED

STAFFING?

I

Yes. To begin with, the assets acquired from Citizens were being operated with

insufficient staffing. I guess this should not be surprising. Citizens was not

earning its authorized rate of return and had made the decision some time ago to

sell all of its water and wastewater assets in Arizona. Hiring new personnel was

not a top priority. Moreover, in 1999 Citizens operated its Mohave County and

Maricopa County operations as completely separate entities and, of course,

Arizona-American's Paradise Valley operation was operated as a standalone

Substantial reorganization was required to merge these three separate

Q, HOW HAVE THESE TWO FACTORS IMPACTED REQUIRED

STAFFING LEVELS?

I

1

2

3 A .

4

5

6

7

8

9

10

11 A .

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

entity.

operations into a single combined operation.

Citizens' understaffing of operations has caused the Company to increase the

number of associates required to serve our customers. We expect that trend to

continue for several years as Arizona-American continues its efforts to adequately

Fortunately, the gained efficiency of the combined

Quaff its QperatinnQ Combining the three formally separate operations into one has

had the opposite effect.

7



operation has significantly offset hiring needs designed to reverse the impacts of

Citizens' historic understaffing.

Q- HOW  W ERE THESE THREE OPERATIONS CENTERS COMBINED

INTO A SINGLE OPERATING ENTITY?

The reorganization was a two-step process. First, prior to completing the Citizens '

Acquisition, Arizona-American evaluated the organizations and eliminated several

positions that would be unnecessary in a combined operation. Additionally, during

this period, new positions were authorized as needed to meet growth and

regulatory demands as well as customer needs. Finally, since the closing in

January 2002, we have continued to reorganize the workforce to maximize the

effectiveness and efficiency of the combined organization.

Q- HOW EXTENSIVE WERE THESE POSITION ELIMINATIONS AND

OTHER REORGANIZATIONS?

They were very extensive. In the two plus years before the acquisition was

completed, 15 full-time positions were targeted for elimination on or prior to the

close, 23 full-time and 1 part-time positions were authorized, and one part-time

associate was moved to full-time. This represents a net increase of 9 positions.

Since the closing, 6 additional full-time positions have been eliminated and 7 full-

time positions have been added for a net increase of 1 position. Thus, the net

increase over the total three-year period has been 10 positions.

Q- DOES THE COMPANY'S RATE FILING TAKE INTO ACCOUNT THESE

STAFFING CHANGES AND OPERATIONAL REORGANIZATIONS?

1

2

3

4

5 A .

6

7

8

9

10

11

12

13

14 A.

15

16

17

18

19

20

21

22

23 A.

24

25

26

Yes. Appropriate adjustments for known and measurable changes to associate

salaries and related expenses have been made as more fully explained in the Direct

Testimony of Thomas J. Bourassa.
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Q- DOES THIS CONCLUDE YOUR TESTIMONY?

Yes it does.

1

2 A.

3

4

5

6

7

8

9

10

11

12

13

14
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16
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20

21

22
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24

25

26
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Q- PLEASE STATE YOUR NAME AND ADDRESS.

My name is Robert J. Kita, and my business address is 19820 N. 7th Street, Suite

201, Phoenix, Arizona 85024

BY WHOM ARE YOU EMPLOYED?

I am employed by Arizona-American Water Company ("Arizona-American") as

Manager.

ARE YOU THE SAME ROBERT J. KUTA THAT FILED DIRECT

TESTIMONY IN SUPPORT OF ARIZONA-AMERICAN'S RATE FILING?

Yes. lam.

Q. WHAT Is THE PURPOSE OF THIS SUPPLEMENTAL TESTIMONY?

To update the parties and the Commission concerning Arizona-American's rights

and obligations under the Third Amendment to the Sewage Treatment And

Transportation Service Agreement executed April 22, 2003 ("Third Amendment")

between the Company and the City of Tolleson concerning wastewater treatment.

As noted in my direct testimony, at the time Arizona-American filed this rate

application with the Commission, the Company and the City of Tolleson were in

the process of concluding negotiating the Third Amendment.

1

2 A.

3

4 Q.

5 IA.

6

7 IQ-

8

9 IA.

10

11 A.

12

13

14

15

16

17

18

19

20 'A.

21

22

23

24

25

26

Q- WHY HAVE THE COMPANY AND TOLLESON EXECUTED AN

AMENDMENT TO THE TOLLESON AGREEMENT ?

The Company and the city of Tolleson have executed the Third Amendment to the

Tolleson Agreement, attached hereto as Exhibit l-A, to ensure the continuation of

wastewater treatment for customers in Sun City, Arizona. All of Arizona-

American's wastewater collections from the Sun City wastewater district are

treated at the Tolleson treatment facility. This facility is aging and in need of

major repair and upgrade. As explained in my direct testimony, the Third

Amendment provides a mechanism for Tolleson to collect and Arizona-American

-FENNEMORE CRAIG
A PROFESSIONAL CURPORATION

PHOENIX
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1

to pay the increased costs associated with these improvements to the Tolleson

facility.

WHAT INCREASED CHARGES To ARIZONA-AMERICAN ARE A

RESULT OF THE THIRD AMENDMENT TO THE TOLLESON

AGREEMENT?

As discussed in my direct testimony, Rate Component Three, the replacement and

contingencies reserve, has been increased from $1,500 to $20,000 per month up to

an aggregate balance of $200,000, increased from $90,000. This increase was

necessary because the costs being incurred for repairing and/or replacing existing

equipment and facilities has increased substantially since 1985 when the Tolleson

Agreement was signed. Although this reserve is to be used only to replace and

repair facilities with a useiiil life of no more than ten years, due to the age of the

Tolleson plant, it is expected that Arizona-American will incur the maximum

charge under Rate Component Three each year.

1

2

3 sQ.

4

5

6 A.

7

8

9

10

11

12

13

14

15 Q.

16

17

18 A.

19

20

21

22

23

24

25

26

ARE THERE ANY OTHER ADJUSTMENTS RELATED To THE COSTS

OF WASTEWATER TREATMENT FOR THE SUN CITY WASTEWATER

DISTRICT?

Yes, as also described in my direct testimony, Tolleson has determined, through

the June 2001 Wastewater Treatment Plant Infrastructure Assessment Phase I

Study performed by Brown and Caldwell, that certain capital improvement

projects and facilities additions ("Capital Projects") are and will be required if the

Tolleson facility is to continue providing sewage services under the 1985 Tolleson

Agreement. The Third Amendment creates a new rate component .- Rate

Component Four - providing for payment of Arizona-American's pro rata share of

the Capital Projects detailed in Exhibits "A" and "B" to the Third Amendment.

Rate Component Four provides a mechanism for the Company to pay its share of

-FENNEMORE CRAIG
A PROFESSIONAL CORPORATION

PHOENIX
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costs related to a multi-year capital improvement program being Undertaken by the

City of Tolleson. Arizona-American's share of this improvement program is

estimated to be roughly $9.87 million. This figure is different from the estimate

contained in my direct testimony, which was approximately $8 million dollars.

ARE THE TOLLESON CAPITAL IMPROVEMENT COSTS FIXED AT

THIS TIME?

For the most part, yes, for those Capital Projects specifically referenced in Exhibit

\ Exhibit "B. However, both Exhibits are subject to modification and change,

reflecting both Arizona-American and the City of ToIIeson's acknowledgment that

costs may change as improvement plans are finalized and recognizing that

additional Capital Projects may be necessary in the future.

"A" in the Third Amendment, as reflected in the cost estimates referenced in

HOW WILL RATE COMPONENT FOUR BE CHARGED To, AND PAID

r

1

2

3

4

5 Q.

6

7 _A.

8

9

10

11

12

13 Q.

14

15 A .

16

17

18

19

20

21

22 1

23

24

25

26

BY, ARIZONA-AMERICAN?

Rate Component Four shall be separately invoiced by Tolleson, which has agreed

to provide a one-time initial invoice reflecting Arizona-Amenlcan's pro rata share

of Capital Project costs then to date within thirty (30) days of the earliest of the

following to occur: 1) approval by the Arizona Corporation Commission of an

accounting order allowing the Company to defer expensing Capital Project costs,

2) issuance of a final decision in the rate case, or 3) Tolleson's expenditure of

$3,200,000 toward Tolleson's share of Capital Project costs. Until then, Tolleson

will essentially be funding Arizona-American's share of the costs of the Capital

Projects. However, Tolleson's spending authority is limited and expressly

conditioned on Arizona American's obligation to pay Rate Component Four.

Following the one-time invoice, Tolleson will invoice Arizona-American for

additional amounts due on a regular basis as expenditures are made.

-FENNEMORE CRAIG
A PROFESSIONAL CoxronA1xon

PHOENIX
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1 IQ.
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3 A.
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6
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8 IQ.

9

10 IA.

11
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13

14 Q.

15 A.

16

17

18
1354063.3

19

20

21

22

23

24

25

26

HOW WILL ARIZONA-AMERICAN FINANCE AND RECOVER THE

COST OF ITS SHARE OF THE CAPITAL IMPROVEMENTS?

Arizona-American expects to finance its share of capital improvements through

either the issuance of certain debt instruments and/or equity. Furthermore, the

Company will promptly submit an application to the Commission requesting

approval of an accounting order to defer costs for Capital Projects for

consideration in future regulatory recovery.

HOW DOES ARIZONA-AMERICAN'S EXECUTING OF THE THIRD

AMENDMENT IMPACT THE COMPANY'S RATE FILING?

Execution of the Third Amendment has no effect on the rate filing. As detailed in

my direct testimony and the direct testimony of Thomas Bourassa, Arizona-

American anticipated this amendment and requested a cost adjuster mechanism to

recover the costs to be incurred under the Third Amendment.

DOES THIS CONCLUDE YOUR SUPPLEMENTAL TESTIMONY?

Yes it does.

-FENNEMORE CRAIG
A PROFESSIONAL CORPORATION

PHOENIX
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TO SEWAGE TREATMENT AND TRANSPORTATION

AMERICAN WATER COMPANY
r'

,THIS THIRD AMENDMENT, effective this l  97iay of4 ,
9 2003, is by and between

. THIRD AIVLENDIVIENI'
SERVICES AGREEMENT BETWEEN THE CITY .OF TOLLESON AND ARIZONA-

a municipal corporation of the State of Arizona ("Tolleson"), and Arizona-the City of Tolleson,

American Water Company, an Arizona corporation ("Arizona-American"), collectively referred

to as the "Parties." The putpose of this Third Amendment is to clarify, amend and supplement

the Sewage Treatment and Transportation Services Agreement originally executed on or about

June 21, 1985 between the City Of Tolleson and Arizona-Ame1°ican's predecessor in interest,Sun

City Sewer Company, as amended by Amendment No. 1 to Sewage Treatment and

Transportation Services Agreement, and . Amendment No. 2 to Sewage Treatment and

Trapsportatibn SerVices Agreement, both executed on or about June 21 , 1987,. . and as

supplemented by the Refinancing Supplement Sewage Treatment and Transportation Services

Agreement datedMay 1, 1998 (collectively the "l985 Agreement").

RECITALS

A. The Parties recognize the need to clarify, amend and supplement the 1985 Agreement

with respect to ongoing and future capital improvement projects relating to the Tolleson Waste

Water Treatment Plant _("WWTP") and the allocation of charges for capital improvements and

routine operation and maintenance costs to the WWTP under the 1985 Agreement. The Palties

each have determined that it would be in their mutual interest to modify and amend the 1985

Agreement as set forth in this Third Amendment.

B. The Parties expressly intend that the terms and conditions of the 1985 Agreement shall

remain in full force and effect except as provided in this Third Amendment.

4746491 03/26/2003
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*

a

.Section 2,

1985 Agreement. Specifically,

of charges for routine replacement and contingency charges

Section 2,

covenants and agreements herein contained,

1.

replacement

incurred for the

The Reserve shall cover Arizona~American's pro rata share of expenditures for routine

replacement and contingency charges, including certain maintenance, Operation and other

for the

such charges relating to

interest thereon, aggregates todle sum of Two

Twenty Thousand Dollars ($20,000) shall be charged until such Reserve, including the

Three shall be a charge credited to the Replacement and Contingencies Reserve Account

("Reserve"), which Reserve Shall be iNterest bearing. Each month the sum of up rd

"Rate Component Three--Replacement

NOW, THEREFORE,

Paragraph (l)(C) of the 1985 Agreement with the following languager

Paragraph (1)(C)

payment of Arizona-American's

and

purpose

contingeNcy charges. Replacement

of the 1985 Agreement as follows relating to

the WWTP_

the Parties intend to replace the language contained

for and

of repairing

AGREEMENT S

in consideration of the

the.Parties hereby agree as follows:

Moneys credited to said Reserve shall be used only

and/or replacing existing equipment

and

pro

Contingencies Reserve.

rata

Hundred Thousand Dollars ($200,000).

share

under Rate Component Three of the

and

(on

contingency charges

foregoing

a capacity basis)

invoicing

contingency charge

and of the mutual

Rate

and facilities

in Article W,

and payment

Component

shall be

of such

has a useful life of no less than one year and no more than ten years. Tolleson agrees to

treat replacement and contingency charges for equipment and facilities with a useful life

of greater than ten years under Rate Component Four absent written approval by

474649.1 03/26/2003 2
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Arizona-American. All earned interest attributable to Arizona-American and moneys

remaining in said Reserve at die expiration of the 1985 Agreement shall be paid to

Arizona-American by Tolleson within 60 days of said expiration or extension.as

2. Rate ComponeNt Four - Capital Construction Projects and Facilities Improvements

and Additions. Tolleson has determined, through the June 2001 Wastewater Treatment Plant

Infrastruct11re Assessment Phase I Study performed for Tolleson by Brown and Caldwell and

otherwise, that certain capital improvement Projects and facilides additions ("Capital Projects")

are and will be required in relation to the to continue providing the Sewage Treatment

Services as identified in the 1985 Agreement, including the maximum flow amounts allowed

therein. Such Capital Projects will benefit Arizona-American and all other WWTP users.-

CurrentCapita1 Projects are identified More specifically 'm the List of Capital Projects attached

hereto as Exhibit "A" and incorporated herein by this reference. The Parties recognize that

additional Capital Projects might be necessary in the future. Accordingly, the Parties desire, in

this Third Amendment, to establish' a mechaniSlh for Arizona-American to pay its proportionate

share of thereasonable costs associated with those Capital Projects.

a. Identification of Capital Projects. Within 30 days of execution of this Third

Amendment, Tolleson shall provide Arizona-American with a schedule indicating the estimated

cost and Construction timetable for each project identified in Exhibit "A", and such schedule

shall then be attached hereto as Exhibit "B" and incorporated herein by this reference. Exhibit

"A" and Exhibit "Baa shall be updated Hom time~to-time, at least annually, as Tolleson

determines that additional Capital Projects in relationto the WWTP are necessary and as the

nature and estimated cost of the Capital Projects may be modified. Tolleson shall make

474649.1 03/26/2003 3
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available to Arizona-American copies of aNy studies or similar documents evidencing the need

for additional Capital Projects or the mQdiHcation of current or additional Capital.Projects.

b. Review of Plans and Specifications by Arizona-American. Tolleson hereby

agrees.that all plans and specifications relating to any Capital Project identified in Exhibit "B" as

supplemented of amended from time-to4dme shall be made available to Arizona-American or its

designated engineers for review and comment pNor to commencement of construction.

c. Review of ConsMction and Equipment Contracts. Tolleson hereby agrees that all

procurornont documents, including construction and equipment contracts, relating to any Capital

Project-identified iii Exhibit "B" as supplemented or amended &om time-to-time shall be made

available to Arizona-American before and after bid acceptance. Tolleson shall notify Arizona-

American of any contract change orders arising during construction.

d. Value Engineering Sessions. Tolleson 21gT€€S to hold at least two Value

Engineering sessions for every project over $250,000 using standard Value Engineering or Value

Method techniques. Gne such session shall be held as early in the design processes possible and

a second shall be held before the design process for such project is more than thilly percent

(30%) in order to allow Arizona-American and any other stakeholder an onnoMmifv fn nrnvirle

i n p u t  o n  b o t h  t h e  d e s i g n  a n d  c o n s M e t i o n  o f  a l l  s u c h  p r o j e c t s . T o l l e s o n  s h a l l  e n s u r e  t h a t  i t s

design engineer participates in such sessions and shall further ensure that all stakeholders in the

WWTP are provided an opportunity to participate in such Value Engineering meetings.

e. Rate Component Four. Rate Component Four shall consist of charges equivalent

to Ariz0na-American's pro rata share (on a capacity basis) of costs associated with any Capital

Project identified in Exhibit "A" and Exhibit "B" hereto. Tolleson acknowledges that Arizona-

American may wish to finance and/or otherwise recover the charges under Rate Component Four

4'/4649.1 03/26/2003 4
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by

Tolleson's share of Capital Project

Nos.

the Arizona

Project costs for consideration of future regulatory recovery; (ii) issuance of a iino decision of

Commlsslon of an accounting order allowing Arizona-Américan -to defer éxpemsing of Capital

reflecting Arizona-American's pro rata share of Capital Project costs to date within thirty (30)

days of the earliest of the following to occur:

invoiced by Tolleson and paid by Arizona-American as follows;

reasonable steps to promptly obtain such approval.

Commission approval for such financing and/or recovery. Arizona-American agrees to take all

arid that Arizona-American, as .a public service corporation, will require Arizona Corporation

Arizona-American

WS_01303A-02-0867,

Corporation Commission

(1)

must be received

Tolleson shall provide a one-time initial invoice (the

et al,

costs.

o r

in

(iii)

by

Payment of thelnitial Invoice

Arizona-American's

Tolleson widuin

Tolleson's expenditure

(i) approval by the Arizona Corporation

Rate Component Four shall be separately

of $3.,200,000.00 .[0W3td

(the "Initial Payment")

"Initial Invoice")

Arizona-Amencan of the Initial Invoice.

(2) After theInitial Invoice and Initial Payment, all subsequent invoices to

and payments by.A1izona-Anierican shall be based upon estimated payment schedules prepared

by Tolleson and provided to Arizona American within thirty (30) days of award of each contract

or related group of contracts associated with a Capital Project. Payment by Arizona-American

must be received by Tolleson in time sufficient for Tolleson to comply with the prompt payment

provisions of A.R.S. § 34-221, but in no event less than fourteen (14) days after the receipt by

Arizona-American of each of Tolleson's invoices.

f. Accounting Treatment. Tolleson hereby agrees not to treat any Cost associated

with any Capital Project that benefits Arizona-American and that is to be recovered under Rate

474649.1 03/26/2003
5
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Component Three ornate Component Four as set forth herein as charges covered by Rate

Components One or Two under the 1985 Agreement, except as otherwise provided under this

Third Amendment.

3. Cooperation Clause. Tolleson supports Arizona-American's efforts to recover its costs

and expenses associated with the 1985 Agreement and this Third Amendment in-any appropriate

accounting, ratemaking, or related proceedings before the Arizona Corporation Commission.

Tolleson fhrduer agrees to cooperate with and do all things reasonably requested by Arizona-

American to assist in all such Commission proceedings, provided such cooperation does not

result in significant cost to Tolleson.

4. Modification Of This Third Amendment. This Third Amendment may not be

modified or amended except bY a writing signed by die Parties.

5. Ratification and Confirmation of 1985 Agreement. The Parties hereby ratify the 1985

Agreement and confirm that, as amended .herein andexcept in prior amendments, it remains in

effect, subj act to the terns and conditions contained therein

IN WITNESS WHEREOF, the Parties hereto have caused this Agreement tobe executed

by their respective officers thereunto duly authorized.

._/"'

By [,4//r

CITY OF TOLLESON

m ' .
1 <.;83 , 212 ;., ,f / .1 .,

ATTEST:

/""""l

* 2
r

9
Il

~̀.

7*a4,*4=j 4,8@7
City/Clerk /

4746494 03/26/2003
6
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9

APPROVED AS TO FORM and within
the powers and audaority granted
under the Laws of Arizona to the
City of Tolleson

3
r$6>< C./, .

_ Cjly Attorney
D;/4/' .12 25é>443-

*_,...""----

ARIZONA-AMERICAN WATER COMPANY

By

Its

Date

'm , Q
%é/M
8/3//03

JSHAPIR0/1395359

I

474649.1 03/26/2003 7



i

'r
s

C CITY OF TOLLESON
WASTEWATER TREATMENT PLANT

EXHIBITA

LIST OF CAPITAL PROJECTS

ITEM # PROJECT/ ISSUE

1 EFFLUENT UPGRADE/EAST TRICKLING FILTER

2 SOLIDS HANDLING FACILITIES UPGRADES

3 STANDBY POWER AND DISTRIBUTION UPGRADE
4

4 DISINFECTION PROJECT

5 PRIMARY SEDIMENTATION/HEADWORKS/MLPS UPGRADE

\
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1.

Q-

INTRODUCTION, PURPOSE AND NATURE OF TESTIMONY

WHAT ARE YOUR NAME, EMPLOYER AND OCCUPATION?

My name is Fredrick K. Schneider, Manager for Arizona American Water

Company ("Arizona-American" or "Company"). I have been with Arizona-

American since it purchased the water and wastewater assets of Citizens

Communications on January 15, 2001. Prior to that, I was employed by Citizens

Water Resources since July 27, 1998.

Q- DID YOU FILE DIRECT TESTIMONY IN THIS MATTER?

No, however I am adopting both the Direct Testimony of Robert J. Kuta and the

Supplement to Direct Testimony of Robert J. Kuta as my own testimony in this

proceeding. At the time of the Company's direct tiling, Mr. Kuta was Arizona-

American's Manager and filed testimony concerning a number of administrative

and operational issues. Mr. Kuta no longer holds the position of Manager and I

have been promoted to that position. Therefore, I am adopting his testimony for

all purposes in this proceeding.

Q- WHAT Is THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS

PROCEEDING?

The purpose of my rebuttal testimony is to respond to certain direct testimony

submitted by the Arizona Corporation Commission's Utilities Division Staff

("Staff"), the Residential Utility Consumer Office ("RUCO"), and the Town of

Youngtown ("Youngtown") in this rate proceeding. Specifically, I will address the

Third Amendment to the Tolleson Agreement and certain fire flows issues raised

by Youngtown.

\
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11.

Q-

THIRD AMENDMENT To THE TOLLESON AGREEMENT

WHAT Is THE CURRENT STATUS OF THE THIRD AMENDMENT TO

THE TOLLESON AGREEMENT?
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I 1 A.

I
I

I

At the time the Company's rate filing was made we were in the final stages of

negotiating an amendment to the agreement with Tolleson governing treatment by

Tolleson of wastewater flows from Arizona-American's Sun City wastewater

district. The Third Amendment was executed on April 22, 2003. As discussed by

Mr. Kuta in his direct testimony, the increased costs imposed on Arizona-

American are significant. Definitive preliminary cost estimates are approximately

$10,000,000 over the five-year period beginning in 2003 for the Company's

payment of its pro rate share of Tolleson's capital expenditures to repair and

upgrade its wastewater treatment plant. Those costs, billed as the new Rate

Component Four, are a significant expense for the Company's Sun City

wastewater district.

Q-

I
HAVE ANY OF THE OTHER PARTIES To THIS PROCEEDING

ADDRESSED THE PRUDENCY OF THE INCREASED COSTS TO BE

INCURRED BY ARIZONA-AMERICAN UNDER THE THIRD

I
I
I

AMENDMENT?

No, none of the parties have expressed any concern over either the increase in Rate

Component Three from $1,500 a month with an aggregate of $90,000 to $20,000

per month with a $200,000 aggregate or the cost to be incurred under Rate

Component Four, currently estimated at approximately $10 million over the next

five years. Instead, Staff and RUCO merely recommend that the Commission

defer rate recovery for these increased costs until a future rate case. Tom

Bourassa, the Company's accounting witness, will address the reasons that the

recommended deferral of ratemaking treatment of these costs is inappropriate in

his rebuttal testimony.I
I
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Q. WHAT Is THE STATUS OF CONSTRUCTION OF THE FIRST MAJOR

CAPITAL IMPROVEMENTS SCHEDULED FOR THE TOLLESON

PLANT?

Bid and construction documents for the Effluent Quality Upgrades required to

meet regulatory requirements have already been distributed to bidders. Of the

contractors selected to bid on the project, four bids were received and are being

analyzed. The bidders have been notified that the City plans to make a selection in

90 days.

Q. HAS THE COMPANY BEGUN TO INCUR INCREASED COSTS

PURSUANT TO THE THIRD AMENDMENT TO THE TOLLESON

AGREEMENT?

Yes, Tolleson immediately began to bill the increased amount under Rate

Component Three following execution of the Third Amendment. In addition, we

expect to begin receiving invoices under Rate Component Four for costs incurred

by Tolleson in connection with these significant capital improvements at any time.

Q- HOW CAN YOU BE SO CERTAIN THAT ARIZONA-AMERICAN WILL

BEGIN RECEIVING INVOICES PURSUANT TO RATE COMPONENT

FOUR?

Pursuant to the agreement, Tolleson is entitled to begin invoicing Arizona-

American under Rate Component Four following issuance of an accounting order

by the Commission regarding the increased costs being incurred by Arizona-

American under the Third Amendment. The Commission voted to approve the

requested accounting order on September 30, 2003 and issued Decision No.66387

(October 6, 2003) formally approving the accounting order.

1

2
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4 A .
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12 A .
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25

26

Q- HOW CONFIDENT ARE YOU THAT THE COST ESTIMATES

PROPOSED IN THE THIRD AMENDMENT ARE ACCURATE?
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I have reviewed them and feel they are accurate. In addition, the first

improvements, which will be awarded in the next 90 days, came within six percent

of these original estimates. Based on these bids, we feel that Brown and Caldwell

did an excellent job estimating costs on this project, and again, no one seems to be

questioning the costs themselves.

111.

Q-

YOUNGTOWN FIRE SERVICE ISSUES

WHEN WERE THE UTILITY FACILITIES SERVING YOUNGTOWN

CONSTRUCTED?

For the most part, Youngtown water and wastewater systems were constructed

during the 1960s through the 1980s. However, improvements to the system

continue to be made on an on-going basis as necessary to maintain safe and

reliable utility service.

Q. WHEN ARIZONA-AMERICAN ACQUIRE THE ASSETS OF

YOUNGTOWN'S WATER AND WASTEWATER SYSTEMS?

DID

Citizens entered into an agreement to acquire Youngstown's water and wastewater

systems on December 14, 1996, and the systems were ultimately sold to Citizens.

At that time, nearly all of the current facilities had already been designed and

constructed. Arizona-American acquired theses facilities as part of the acquisition

of all of Citizens' water and wastewater facilities in Arizona in January 2001.

1 A.

2
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9 A.
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15 A.
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22 A.
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24

25

26

Q- PLEASE BRIEFLY DESCRIBE THE TYPE OF IMPROVEMENTS MADE

TO THE SYSTEM SINCE 1996.

There have been a number of system improvements since 1996 including the

addition of 25 fire hydrants, distribution system and water supply interconnections

to the Sun City system, as well as replacement of several older, shallow water

mains in various portions of Youngtown. These improvements have increased the

flow capacity and reliability of the Youngtown water system, which can no longer

I
I
I
I
I
I
I
|

I
I
I
I
I
I
|

I
I
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be considered a stand-alone system. Rather, it is now a part of the integrated Sun

City/Youngtown water system.

Q. WHAT Is THE CURRENT FIRE CODE FOR YOUNGTOWN?

Youngtown has adopted the 1997 Uniform Fire Code for all new structures

constructed within the town limits.

Q HOW DOES THIS EFFECT THE

DEVELCPMENTS WITHIN THE TOWN?

EXISTING AND NEW

New developments are required to construct the needed distribution lines to

provide proper fire flow and to protect their structures at the developers' cost.

However, the fire flow provided to existing hydrants remains largely unchanged

because the flows are restricted by the design and construction of the original

distribution system by Youngstown.

Q. HAS ARIZONA-AMERICAN BEEN CONTACTED BY YOUNGTOWN

REGARDING THE ADEQUACY OF WATER SERVICE To THE TOWN'S

FIRE HYDRANTS?

No. The first time we were made aware of Youngstown's concerns and desire to

upgrade the exist ing water distribution system was when we received its

consultant's direct testimony related to the adequacy of  water service to

Youngstown's fire hydrants .

Q, is ARIZONA-AMERICAN

REQUIREMENTS?

MEETING APPLICABLE SERVICE

1

2
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4 A .
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8  A .

9

10

11

12

13

14

15

16 A .
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20

21

22 A.

23

24

25

26

Yes. I would also note that the Company is not required to provide "fire flow"

service. Rather, under the applicable provisions of the Commission's rules,

Arizona-American is required to maintain a minimum standard delivery pressure

of 20 pounds per square inch gauge (PSIG) at the customer's meter or point of

delivery. A.A.C. R14-2-407.E.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Q ARE THE FIRE FLOW DEFICIENCIES CITED BY YOUNGTOWN

UNIQUE To YOUNGTOWN?

No, the Youngtown water distribution system is typical of small water systems and

of many water systems constructed during the 60's and 70's.

Q- ABSENT THE DESIRE To UPGRADE THE FIRE FLOW CAPABILITY

OF THE YOUNGTOWN DISTRIBUTION SYSTEM, DOES IT NEED

IMPROVEMENT OR REPLACEMENT?

No, the system is generally is good condition for its age and provides adequate and

reliable service.

Q- HOW DOES THE COMPANY RESPOND TO YOUNGTOWN'S CLAIMS

THAT IT SHOULD UNDERTAKE A COMMISSION MANDATED FIRE

HYDRANT WATER SERVICE IMPROVEMENT PLAN TO REMEDY

DEFICIENCIES IN THE COMPANY'S WATER SERVICE TO

YOUNGTOWN'S FIRE HYDRANTS?

This rate f iling is not the correct forum to properly address the tire How and

hydrant issues raised by Youngstown's consultants. The water system sewing

Youngtown meets all applicable regulatory requirements and Arizona-American

has a track record of incrementally improving the system since purchasing the

system from Youngtown. Commission orders requiring system studies or

improvements should be reserved for those instances where a water provider has

failed to meet established standards or where a water provider has been shown to

be nonresponsive to a legitimate service concerns.

1
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3 A .
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8 A .
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15 A .
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20
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22

23

24 A.

25

26

Q HOW SHOULD YOUNGTOWN'S CONCERNS BE ADDRESSED?

To properly address these issues, Arizona-American management and engineering

personnel would need to meet with Youngtown and Fire District officials to better

understand their concerns and desired time frame for improvements. Their
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concerns need to be evaluated in context of the larger integrated Sun

City/Youngtown water system. Engineering analysis and cost estimates will need

to be prepared. Other system improvement needs, such as the aging well field,

need to be considered. Cost and benefits of the various potential improvements

must be weighed and their corresponding rate impacts need to be considered.

Given all of these considerations, the Youngtown Fire Flow improvements would

be prioritized and incorporated into the capital improvement plans of the

Company.

Q ISN'T THE PROCESS DESCRIBED ABOVE THE NORMAL PROCESS

OF PLANNING BY A WATER UTILITY?

Yes, it is the nonna process used by properly managed water utilities.

Q WILL YOUNGTOWN'S FIRE FLOW AND HYDRANT CONCERNS BE

ADDRESSED As A NORMAL PART OF THE C()MPANY'S FUTURE

PLANNING EFFORTS.

Yes, now that we are aware of Youngstown's concerns, we will incorporate those

concerns into our routine planning efforts .

Q. WHAT WOULD BE THE EFFECT OF THE COMMISSION ADOPTING

THE RECOMMENDATION OF YOUNGTOWN.

It would have the effect of separating Youngstown's desire to upgrade fire flow

from other system needs and priorities. In essence, improving Youngtown fire

flows would be given a special priority that may not be justified.

1
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15 A .

16

17

18

19 A.
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22

23

24 A.

25

26

Q HAS YOUNGTOWN AGREED To FUND THESE STUDIES AND

IMPROVEMENTS?

No. In response to data requests, Youngstown indicated that it wants the

Commission to require the Company to agree to prepare a plan to address these

tire flow issues, after which the Town will discuss funding options with the

-7-



Company. See Youngtown responses to data requests 1.13 and 1.14, copies

attached hereto as Schneider Rebuttal Exhibit 1. At a minimum, Youngtown needs

to make more of a commitment to funding the study and improvements if they are

to be granted special priority.

Q- DOES THIS CONCLUDE YOUR TESTIMONY?

Yes it does.

1

2

3
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6 A.
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Schneider Rebuttal
Exhibit 1

I
I

I
I 1.13 Referring to Youngstown's proposal, as set forth in the Pre-filed Direct Testimony of

Michael E. Burton, concerning a "fire hydrant water service improvement plan"
how does Youngtown propose that the costs of this plan be recovered by Arizona-
American?I
RESPONSE:

I
I
I
I

Youngtown will not have sufficient information to answer this question until the Fire
Hydrant Service Improvement Plan is completed. Youngtown continues to propose that
Arizona~Arnerican, the Town, and the local ire department work together to develop the
plan. Once the plan is completed and all facts are known, Youngtown would propose
that the parties work together to arrive at the best practical solution for implementing the
plan balancing the costs of the plan with any additional public protection afforded to
Youngtown and its residents under the plan. Youngtown wants to make clear that the
Town does not desire that the Fire Hydrant Service Improvement Plan be subj et to
Commission review and approval. Youngtown simply requests that Arizona-American
agrees, on the record, to work with the Town and the local lire department to develop the
Fire Hydrant Service Improvement Plan as a mid-range to long-range planning tool to
allow the Town to conMually improve the safety of its residents. Upon completion of
the plan, Arizona-American and Youngtown can work together to determine how the
plan should be funded.I

I 1.14 Is Youngtown willing to reimburse Arizona-American directly for the costs of
Youngstown's recommended "Fire Hydrant Water Service Improvement Plan"?

I RESPONSE:

Same response as to data request 1.13 above.

I
I
I
I
I
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INTRQDUCTIQN, PURPOSE AND NATURE OF TESTIMONY.

WHAT ARE YOUR NAME, EMPLOYER AND OCCUPATION?

My name is Fredrick K. Schneider, Manager for Arizona American Water

Company ("Arizona-American" or "Company").

Q- ARE YOU THE SAME FREDRICK K. SCHNEIDER THAT FILED

REBUTTAL TESTIMONY IN THIS MATTER?

A. Yes. In that testimony, I adopted both the Direct Testimony of Robert J. Kuta and

the Supplement to Direct Testimony of Robert J. Kuta as my own testimony in this

proceeding, in addition to providing rebuttal testimony on other issues .

Q- WHAT Is THE PURPOSE OF YOUR REJOINDER TESTIMONY IN THIS

PROCEEDING?

A. The purpose of my rejoinder testimony is to respond to certain surrebuttal

testimony submitted by the Arizona Corporation Commission's Utilities Division

Staff ("Staff") and the Town of Youngstown ("Youngtown" or "Town") in this rate

proceeding. In addition, I will provide infonnation regarding issues raised during

the recent public comment session the Commission held for the Company's

Anthem water and wastewater customers.

11. RESPONSE TO
IMPROVEMENTS.

YOUNGTOWN'S REQUEST FOR FIRE FLOW

Q- HAVE YOU REVIEWED THE SURREBUTTAL TESTIMONY OF JESSE

MENDEZ, YOUNGTOWN'S PUBLIC WORKS DIRECTOR?
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A. Yes, Mr. Mendez tiled surrebuttal further explaining Youngstown's call for the

Commission to order Arizona-American to prioritize fire flow improvements in the

Youngtown portion of the Company's Sun City water district. It is unfortunate

that Youngstown initially relied solely on its out-of-state consultants to make this

request, but now that Youngtown has decided to speak up for itself, the Company

_1_



I

has a chance to further respond to Youngstown's demands.

Is MR. MENDEZ CORRECT THAT YOUNGTOWN HAS PREVIOUSLY

REQUESTED THAT THE COMPANY ADDRESS THE TOWN'S

CONCERNS OVER FIRE FLOW?

I have determined that Youngtown previously voiced concerns regarding the

adequacy of fire hydrants in the Town to Mr. Kuta, who held the position of

Manager before me. Mr. Kuta assured Youngtown that the Company would

address their concerns and followed up with Mr. Fooks on at least two occasions.

Due to my short tenure as Manager, I was previously unaware of these prior verbal

discussions.

Q. PRIOR TO THEIR DIRECT TESTIMONY IN THIS CASE, DID

YOUNGTOWN ADVISE THE COMPANY OF THEIR DESIRE THAT

PRICRITY TREATMENT BE GIVEN TO THE FIRE FLOW ISSUE?

A. I do not believe so. Mr. Kuta has indicated no such communication, and there is

no correspondence, other documentation or follow-up meetings that would be

typical of a request for priority treatment.
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Q- YOUNGTOWN HAVE DISCUSSIONS WITH THE COMPANY

REGARDING ITS INTERVENTION?

DID

Yes, Youngtown came to us about its desire to reduce its water service costs by

changing to a lower cost irrigation rate for the Maricopa Lake, a recreational lake

in the Town. Mr. Kuta informed Youngstown's Mayor that this rate was not

available to Youngtown, that the Company could not unilaterally modify its tariff

and that the Town should consider moving to intervene in the rate case. See Letter

to Youngtown from Rob Kuta, January 7, 2003, copy attached hereto as Schneider

Rejoinder Exhibit 1. Youngtown did not mention it would also be intervening to

demand priority treatment be given to their request for enhanced fire flow service.

I
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I
1 Q. YOU TESTIFIED THAT YOUNGTOWN WANTS ENHANCED FIRE

FLOW SERVICE. is ARIZONA-AMERICAN REQUIRED TO PROVIDE

THE REQUESTED SERVICE?

I

Not really. In accordance with the Arizona Administrative Code R14-2-407.E, the

Company is required to provide a minimum delivery pressure of 20 psi at the

customer's meter or delivery point. There is no further requirement imposed on

the Company by Commission rule or regulation or by any other governmental

entity with applicable jurisdiction. Nevertheless, Youngtown wants Arizona-

American to commence a study and then make improvements that would allow the

Company to provide greater flows to Youngstown's tire hydrants.

Q- Is THE COMPANY CURRENTLY PROVIDING LEVEL OF SERVICE

REQUIRED BY THE COMMISSION?

I

Yes, currently the Sun City water district provides water deliveries at pressures

that meet or exceed this minimum pressure requirement, including all locations

within the Town of Youngtown. In fact, Youngtown is not claiming that the

Company has fallen short of this requirement. Prevailed Surrebuttal of Jesse

Mendez ("Mendez Sb.") at 4.

Q- YET, MR. MENDEZ REPEATEDLY TESTIFIES THAT THE

WATERLINES WITHIN YOUNGTOWN ARE "SUB-STANDARD". DO
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A.

YOU AGREE?

No, I do not and I note that despite Mr. Mendez' recurring assertion, he never

identifies this so-called standard. In any event, the Company's waterlines within

the Town of Youngtown meet all applicable standards, including the governing

standards at the time they were installed by Youngtown, and these facilities

continue to provide safe and reliable water service to the customers within the

community.

I
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1 Q-I EXCUSE ME MR. SCHNEIDER, DID YOU SAY THAT THIS SYSTEM

WAS ACQUIRED FROM YOUNGTOWN?

That is correct. Arizona-American's predecessor, Citizens' Sun City Water

Company, purchased the water system sewing Youngtown in 1996. It is

somewhat ironic then that Mr. Mendez is now claiming that the system

Youngtown built and then sold is inadequate for the very purpose intended when it

was constructed and then later sold.

Q, YOU AGREE WITH MR. MENDEZ THAT SINCE 1996 THE

YOUNGTOWN WATER SYSTEM HAS BEEN UPGRADED ONLY TO

PRUVIDE WATER SUPPLY T() NEW DEVELOPMENTS?

DO

A.

I
I
I

No. As pointed out in my rebuttal testimony, there have been a number of

improvements since the water system was acquired from the Town with

Citizens/Arizona-American spending a significant amount of money to upgrade

this water system for reasons other than providing water supply to new

development. For instance, on behalf of the Town, Mr. Mendez himself

previously asked the Company to replace several sections of waterline within

Youngtown as part of their alley improvement capital plan. The Company readily

agreed to develop a plan to replace all of the impacted waterlines and has met all

of the time frames set forth by the Town. Similarly, the interconnection of the Sun

City and Youngtown system was an upgrade to make water service to the Town

more reliable.

IT SOUNDS LIKE THE COMPANY HAS PREVIOUSLY HAD A GO()D

RELATIONSHIP WITH THE TOWN OF YOUNGTOWN?

2
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A. I believe that has been the case, particularly since the Company assisted the Town

by acquiring its water and wastewater systems so Youngtown could get out of the

water and wastewater utility business. This brought the benefit of substantially
I
I
I 1481010.2 _4-



I
I

I

lower rates to Youngtown residents and businesses and I would describe the

Company's relationship with the Town as strong and positive. In fact, Arizona-

American's commitment to service within the Town was an important reason the

Town has recently been able to accommodate nearly 800 new single-family homes

within its municipal limits.

Q-

I

THEN How DOES THE COMPANY RESPOND TO MR. MENDEZ'

TESTIMONY THAT ARIZONA-AMERICAN Is TAKING A "CAVALIER

ATTITUDE" AND FAILING TO ACT AS A "GOOD CORPORATE

CITIZEN"?

A.

I

I
I
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Mr. Mendez' testimony in this regard, including his allegation that Arizona-

American is completely ignoring its duty as a certified utility to provide safe and

reliable water service to its customers is nonsense. It is also offensive. To begin

with, no party in this proceeding has identified a single regulatory or legal

requirement that Arizona-American is supposed to have violated in its provision of

water and wastewater utility service. This is a result of our commitment to service.

Moreover, contrary to Mr. Mendez' unsupported allegations, we take the

concerns expressed by our customers as well as our regulators very seriously.

Youngstown's concerns over fire flow service are no different. We have committed

to address Youngstown's concerns and will do so through sound utility planning.

But, we do not feel it is "cavalier" to question Youngstown's attempt to use this rate

proceeding to "cherry-pick" priority treatment, particularly given the Town's lack

of any expressed willingness to fund the special treatment being requested.

Youngtown has chosen to involve itself in this rate proceeding, to challenge

the Company's request for rate increases in the Sun City water and wastewater

districts. In doing so, the Town now seeks to reduce the amount of the Company's

fair value rate base, in addition to an order somehow tying rate increases to

I
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1

I

addressing Youngstown's concerns on a priority basis. Obviously, Mr. Mendez and

the Town do not understand that that the Company is not required to provide the

enhanced service the Town requests, nor are they giving due consideration to the

Company's needs to address issues impacting more than 115,000 customers across

the State or to the impacts the improvements they seek could have on customers in

Sun City, Peoria or Surprise, which are also served by the Sun City water district.

Who is really being cavalier?

I Q- How WILL THE COMPANY MOVE FORWARD TO ADDRESS

YOUNGTOWN'S FIRE FLOW CONCERNS?

A.

I
I
I
I
I
I

As stated in my rebuttal testimony, the process must involve additional discussions

with Youngtown and Fire District Officials to better understand their concerns and

the desired time frame for improvements. Those concerns will then need to be

evaluated in context of the larger integrated Sun City/Youngtown system. We

must directly involve the residents and businesses, both inside and outside of

Youngtown, impacted by such improvements because it would not be fair, we

believe, for these residents and businesses to suddenly face an obligation to pay for

something that they do not understand and may not have wanted. Our experience

has shown that when the Company is allowed to work with its customers, i.e., the

residents and businesses it serves in a community, a great deal can be

accomplished without unnecessary regulatory red-tape. This would certainly be

true of the fire flow concerns the Town has raised.

Is YOUNGTOWN THE ONLY SYSTEM IN THE METRO PHOENIX

AREA THAT HAS THIS PROBLEM?
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A. No, I am aware of these same circumstances in other systems, both private water

systems and large municipal water service providers. This problem is somewhat

typical of an older system that was designed without fire flows being a priority. As
I
I
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Mr. Mendez states in his testimony, he managed the water system planning,

design, construction and operation for 23 years. The newer fire code driving this

issue was adopted post-Citizens' purchase in 1996 and long after the system was

constructed under Mr. Mendez's supervision. In any case, fire flows were

obviously not a high priority for Youngtown when this system was designed and

constructed or when it was later sold and the standard of service was surely much

lower then the one the Town now demands of Arizona-American.

Again, this is not an uncommon phenomenon. Once a community adopts a

new fire code, all new developments are required to satisfy the new requirements.

Typically, however, there are no provisions to immediately update an entire

existing water system to meet new code requirements impacting new construction,

as one can imagine the costs of such a retrofitting. The same is true, for instance,

when new electric codes are adopted. Homeowners and businesses are not

required to meet the new construction requirements until such time as they are

expanding or remodeling their structures. The same holds true for roadways and

drainage projects. We live in a growing community and in a regulatory

environment that is constantly changing. It is unrealistic to believe that existing

infrastructure can be "upgraded" on demand every time those regulations are made

more stringent.

Q- HAS ARIZONA-AMERICAN EVER BEEN ASKED T() PERFORM THIS

TYPE OF ANALYSIS AND IMPROVEMENTS IN ANY OF ITS OTHER

WATER DISTRICTS. .I
I
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A. Yes. In the Paradise Valley water district, the Town of Paradise Valley and

community representatives have worked for many years to jointly plan and

upgrade the water system serving Paradise Valley. This system was also

constructed decades ago when requirements were less stringent than they are

I
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1 today. Over the years, studies have been completed and projects constructed to

upgrade the system in a planned and systematic way. Projects first addressed

supply issues, followed by transmission and distribution needs, and now fire flow

improvements are being planned.

Q. PLEASE DESCRIBE THE PROCESS USED TO PLAN THE FIRE FLOW

IMPROVEMENTS IN PARADISE VALLEY.
J

A.

I
I
I
I
I
I
I
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In a continuing process of communication between the Town of Paradise Valley

and the Company, the Town of Paradise Valley and community leaders, including

a number of residents, approached Arizona-American in a spirit of cooperation and

asked the Company to participate in the Town's Water Committee meeting earlier

this year. At this meeting, the Company presented an overview of the Paradise

Valley water district system, discussed the provisions of water utility service under

Commission regulation, specifically identifying the lack of a Commission

requirement to provide fire flow, the current tire flow capabilities of the system as

well as its current capital improvement program.

During this meeting, a formal request was made of the Company to study

the tire flow availability with cooperation from the Town of Paradise Valley and

these community leaders. A water users' task force was formed to assist the

company in determining priorities for additional capital improvements. The

Company hired a facilitator, who in turn worked with the Town of Paradise Valley

to create the "Paradise Valley Water Users Group." The Company also hired a

consulting Mimi to revise the current water model for the Paradise Valley water

system to allow the Paradise Valley Water Users Group to evaluate the issue.

This past summer, Arizona~American attended the first Water Users Group

meeting. The majority of this meeting concerned setting the ground rules of the

group and learning the basics of water system operations. The selected consultant
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I

I

I
I
I

presented Water Systems 101, an overview of water system basics including a

discussion on water modeling and hydrant testing for fire flow. The Town of

Paradise Valley and the Water Users Group adopted a tire flow criteria that it

wanted to meet in collaboration with the tire department. Over the next three

months, these meetings continued with the Water Users Group worldng with the

selected consultant and the Company to discuss setting priorities for system

improvements. The group then came up with a prioritized list of projects using

agreed upon criteria and this list was presented to the Company. wi th the

proposed updated capital improvement plan, Arizona-American then developed a

rate impact analysis and the group, with full knowledge of the rate impacts,

recommended a six-year capital improvement program for fire flow. The Users

group endorsed this program and the first of the prioritized projects is scheduled to

begin design next year.

In other words, throughout this process, all stakeholders worked together in

a spirit of cooperation to address concerns with due consideration of the funding of

both necessary studies and improvements. Neither the Town of Paradise Valley

nor its residents demanded that Arizona-American step in and immediately

prioritize their concerns, nor did they seek to use a rate case to hold a regulatory

hammer over the Company's head.

I
I

Q- HOW DOES THIS EFFORT IN PARADISE VALLEY COMPARE WITH

YOUNGTOWN'S DEMAND FOR A FIRE HYDRANT WATER SERVICE

IMPROVEMENT PLAN IN THIS RATE PROCEEDING?
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A. To begin with, the Paradise Valley water district is much smaller than the

Company's Sun City water district, within which Youngtown is located. The

Paradise Valley water district comprises nearly 5,000 homes and covers an area of

approximately 8.5 square miles while the Sun City water district comprises nearly
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30,000 homes and covers an area of over 17 square miles. Additionally, the

Company and Paradise Valley have been working on improvements for many years

and had the benefit of previous studies and existing system models of the water

system. In contrast, the Company does not have a comprehensive model of the

Sun City/Youngtown system. This means that any planning efforts in the Sun City

water district are going to take significantly longer, as the Company cannot simply

address Youngstown's part of the integrated system without addressing the system

as a whole. It is quite possible that these same fire flow concerns may apply to

older parts of the Sun City system as well as to Youngtown. Again, this type of

detailed analysis for a system without the benefit of existing studies and system

models would be a major undertaking. Additionally, as Mr. Mendez states in his

testimony, the existing records for the Youngtown system do not show the

facilities in sufficient detail, adding a significant amount of work and cost to

develop the required data for the analysis. Mendez Sb. at 2.

Moreover, Youngtown is using this forum, where it also seeks to deprive

the Company of a just and reasonable return on the fair value of its property, to

mandate that Arizona-American fund a similar study and improvements with only

the Company, the Town and the Fire District being involved. Rather than a

cooperative effort, Mr. Mendez testifies that the Town has already decided upon a

five-year improvement program for the waterlines they believe should be

improved. Mendez Sb. at 7. We do not even know the extent of improvements

that would be needed to enhance fire flow service and there has been m

involvement of ratepayers. The Company is adamantly opposed to funding this

type of study and improvement program without the direct involvement and

representation of both the Youngtown and Sun City ratepayers and firmly believes

the additional regulatory landholding Youngtown wants is totally inappropriate, as

I
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well as bad precedent.

WHY DOES ARIZONA-AMERICAN HAVE TO CONSIDER THE

IMPACTS ON THE ENTIRE SUN CITY WATER SYSTEM?

A.

I

Because the Youngtown water system is no longer a stand-alone system with its

own wells, storage tanks and booster stations. As part of our upgrades and

commitment to provide reliable water service, the smaller Youngtown system

purchased in 1996 was interconnected to the Sun City water system, and, to

properly evaluate the improvements needed, if any, the entire system would need

to be modeled. Moreover, the rates charged in Youngtown are the same as the

rates in Sun City, there is no separate revenue requirement. Therefore, recovery of

the costs Youngtown suggests the Company simply address in a future rate case

could impact customers throughout the Sun City water district.

Q- Is ARIZONA-AMERICAN REFUSING To ADDRESS YOUNGTOWN'S

FIRE FLOW AND HYDRANT CONCERNS?

A.

I

No, contrary to Mr. Mendez's testimony, it is not. See Mendez Sb. at 8. I have

previously testified to our commitment to incorporating these concerns into our

long-range planning efforts, outside of this rate proceeding, where Youngstown's

demands are misplaced. Or, if Youngstown's residents and community leaders

want to join the Town and approach Arizona-American in the spirit of cooperation,

as Paradise Valley did, with due recognition of the need for prudent long-range

planning on a system-wide basis as well as the hurdles the Company faces before

Youngstown's concerns can be addressed, we would be happy to open up a

dialogue.
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Q, so YOU AGREE WITH MR. MENDEZ THAT ARIZONA-AMERICAN

SHOULD DO WHAT Is NECESSARY TO PROVIDE SAFE AND

RELIABLE WATER SERVICE TO IT'S CUSTOMERS.

I
I l48lol0.z _11-



Absolutely, except that Mr. Mendez and I seem to disagree as to whether this is

already occurring. It is my testimony that our water utility service in Youngtown,

and everywhere in our system for that matter, meets, and in many cases exceeds,

all applicable water quality requirements. As for reliability, I am not aware of a

single complaint in relation to the rel iabi l i ty of water service in the Sun

City/Youngtown area. Any changes to upgrade that service must be shown to the

Commission to be reasonable and prudent so that the Company is assured cost

recovery.

Q-

I

WHY THEN DOES ARIZONA-AMERICAN BELIEVE IT Is

INAPPRUPRIATE THAT YOUNGTOWN Is USING THIS FORUM TO

RAISE ITS CONCERNS AND LET THE COMMISSION ENSURE THAT

YOUNGTOWN RECEIVES ADEQUATE AND RELIABLE SERVICE?

A. Let me make it clear-the Company is not discounting Youngstown's concerns. I

am, instead criticizing its methods and short-sightedness. The Town is getting

adequate and reliable service today. Again, there is no claim that any rule,

regulation, order, or other law is being violated by Arizona-American. If every

customer group can intervene in a rate case seeking special priority attention and

as a result obtain an order requiring the Company to provide enhanced services,

where will it end? The Company serves 115,000 customers in Arizona. The

Commission regulates utility services to millions of ratepayers. We are a good

Company with an enviable compliance record. We ought to be allowed to make

capital budgeting and operational decisions without unnecessary regulatory

oversight.
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THIRD AMENDMENT TO THE TOLLESON AGREEMENT.

STAFF AND RUCO ARGUE THAT RECOVERY OF THE INCREASED

COSTS BEING IMPOSED UNDER THE THIRD AMENDMENT TO THE

14810102 _12_



TOLLESON AGREEMENT SHOULD BE DEFERRED FOR FUTURE

RECOVERY. DO YOU AGREE?

No, these costs are, to a significant extent, real and being incurred now. For

instance, to date, the Company has been invoiced $120,000 under the new Rate

Component Three. See Invoices attached hereto as Schneider Rejoinder Exhibit 2.

These represent real costs that have been paid for by the Company to provide

wastewater treatment today, not at the time of the Company's next rate case.

I

WHAT is THE STATUS OF THE COSTS ARIZONA-AMERICAN Is

INCURRING UNDER RATE COMPONENT FOUR OF THE THIRD

AMENDMENT TO THE TOLLESON AGREEMENT.

A. To date, Tolleson has only spent $48,770, of which the Company will soon be

invoiced for its pro rata share. However, Tolleson has now identified the low

bidder and is in the final stages of negotiations prior to the execution of the

contract for construction of the major improvements identified in the Third

Amendment. We have previously estimated that Arizona-American's share of

these improvements will be $10,000,000 through 2008.

Q. HOW WILL THE COMPANY'S SHARE OF THESE MAJOR COSTS BE

RECORDED ON ITS BOOKS?

A.

I

1

2

3 I A .

4

5

6

7

8 I Q.

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

In accordance with Commission Decision No. 66386 (October 6, 2003), it will be

recorded as a deferred debit (NARUC Account 186.2) and not as the Company's

plant investment, as the testimony of Staff and RUCO seems to indicate.

Surrebuttal Testimony of Darren W. Carlson at 10-1 1, Surrebuttal Testimony of

Marylee Diaz Cortez at 15. Arizona-American's agreement with Tolleson is

similar in nature to an O&M agreement. Therefore, despite the contributions the

Company makes, Tolleson's plant improvements are not the property of Arizona-

American. I guess it can be looked at this way--the Company is paying an expense
I
I
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1

2
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as a condition of continued wastewater treatment service from Tolleson for its Sun

City wastewater district, and this payment will be invested by a third-party,

Tolleson, in order to ensure it can meet its contractual obligation to provide that

treatment service.

It is also important to remember that this arrangement currently benefits

ratepayers because the Company does not own its own treatment facility and the

costs under the Tolleson Agreement are far less than the costs associated with

constructing our own facility. Because these costs and benefits are being realized

now by current ratepayers, Arizona~Arnerican is asking for the Commission to

treat these contractual obligations as an operating expense and has requested that

recovery begin now, in a manner that ensures that the Company recovers amounts

actually incurred to provide this service to customers. Frankly, cannot see the

problem with this arrangement, as there will be no harm, unless, of course, the

Company is forced to incur substantial expenses without being authorized

concurrent recovery, as Staff and RUCO recommend.

I

I
Iv.

Q-

ANTHEM WATER QUALITY AND SERVICE ISSUES.

WERE YOU PRESENT DURING THE C()MMISSION'S RECENT

PUBLIC COMMENT SESSION IN ANTHEM?

Yes, I was and I heard some concerns voiced by customers related to water quality.

Generally, these concerns focused on a recent problem with discolored water in the

Anthem water district.

Q- WOULD YOU PLEASE COMMENT ON THESE CONCERNS?
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A. Certainly. We typically receive a few complaints each year from our customers

due to the water being high in Total Dissolved Solids or TDS, a complaint

basically related to hard water. To combat this situation, the homebuilders in

Anthem offer a water softening system that can be installed in the customer'sI
I
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home. Additionally, we sometimes receive taste and odor complaints around

August through October, when Anthem's source water from Lake Pleasant

experiences higher levels of blue green algae, which produce unpleasant musty,

earthy tastes and odors. These side effects are purely aesthetic and are not harmful

in any way. However, this year we experienced a new incident where the source

water quality changed dramatically and our treated water turned a yellowish color.

Q- COULD YOU EXPLAIN THE CAUSE OF THE COLORED WATER

INCIDENT AT ANTHEM?I
I

A.

I

I

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

I can try. On Friday, September 5, 2003, Anthem staff and Anthem customers

noticed a yellowish color in the finished water being produced by the Anthem

surface water treatment plant. The source of the color was believed to be due to a

change in water quality from the Central Arizona Project canal and from Lake

Pleasant. Chlorine residual and turbidity samples at the plant were increased

immediately to ensure continued adherence to all applicable health and safety

standards. Distribution sampling for chlorine was also irmnediately increased.

The addition of powder activated carbon to the treatment process began almost

immediately to mitigate the effects of any source water issues.

An investigation on source water quality also began on September 5, 2003 .

Then, on Monday, September 8, 2003, the next day labs were open, source water

samples were taken for metals. The results of these samples confirmed the source

of the discolored water, higher than normal levels of manganese were present in

the Lake Pleasant source Water. This occurred because the water being removed

from Lake Pleasant at this time of year is from the lower levels of the lake. Water

entering the Lake Pleasant Dam lower gates has almost no oxygen in it due to

temperature stratification of the lake. The low oxygen water is under reducing

conditions, which allows the biota in the lake to utilize any available oxygen
I
I
I 14810102 _15_
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molecule. The most likely available oxygen being utilized in these conditions are

from manganese bicarbonates and manganese sulfates. When the natural lake biota

utilizes available oxygen molecules from these compounds, the manganese is

liberated to the water column. When water containing manganese is treated with

chlorine, the water turns yellow.

On September 8, 2003, the Company began using a treatment chemical

called potassium permanganate in Anthem. This chemical oxidizes the liberated

manganese in the water causing it to precipitate out. An immediate improvement

was noted, although the correct amount of potassium permanganate to add to the

water could not immediately be determined due to changing source water

conditions and due to the analysis time needed for the lab to obtain sampling

results. However, by Saturday, September 13, 2003, discolored water coming

from the plant was at non-detectable levels and a system wide flushing program

was initiated on Sunday, September 14, 2003. By Monday, September 15, 2003,

the discolored water issue was resolved throughout the Anthem water system.

Q- WAS THE WATER EVER UNSAFE FOR CONSUMPTION?

I
I
I A. Absolutely not. The taste, odor and color was a cosmetic or aesthetic effect, but

there was never any adverse health or safety risk.

Q- DO YOU KNOW WHETHER GTHER WATER PROVIDERS IN THE

PHOENIX AREA HAVE EXPERIENCED A SIMILAR SITUATION?

A. Yes, this same phenomenon was experienced by the City of Scottsdale and the City

of Glendale.

Q- WHAT PREVENTIVE MEASURES DID THE COMPANY PERFORM TO

ENSURE THE WATER IT PROVIDES TO THE CUSTOMERS AT

ANTHEM REMAINED SAFE?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26 A. Microbiologic sampling for that month was tripled to ensure the safety of the

I
I
I
I
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water. Additionally, numerous water samples were taken to track down the source

of the problem as mentioned earlier. According to the EPA, the level of manganese

in the Anthem drinldng water has no ill health effects.

WHAT REGULATORY AUTHORITIES WERE CONTACTED IN

RELATION TO THIS INCIDENT?

Maricopa County Environmental Services Department and the Arizona

Department of Environmental Quality were informed of the situation and

consulted with to find the solution. The Company also notified the cities of

Phoenix, Scottsdale and Glendale of this source water issue so they could adjust

their treatment processes to correct this problem.

WHAT TYPE OF PUBLIC COMMUNICATION WAS PERFORMED TO

NOTIFY THE EFFECTED CUSTOMERS?

I
I
I
I
I
I
I
I
I

Arizona-American immediately notified our call center to inform them of the

situation. Additionally, as we learned more about the situation and gathered

information, the call center was notified so that they could inform the calling

customers. Unfortunately, that led to the customers feeling as though the story was

constantly changing.

Q- WHAT OTHER THINGS WERE DONE TO COMMUNICATE WITH THE

CUSTOMER?

I
|

A. The Company was interviewed by two local news channels regarding this colored

water incident and a press release explaining the colored water issue was published

in the local newspaper, The Desert Advocate, on September 17, 2003. A notice

explaining the problem and the resolution, as well as the lack of any adverse health

or safety concerns, was mailed to all Anthem residents on September 18, 2003.

Q, DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY?

1

2

3

4 I Q.

5

6 | A.

7

8

9

10

11 _ Q.

12

13 I A.

14

15

16

17

18

19

20

21

22

23

24

25

26 A. Yes it does.
I
I
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EXHIBIT 1
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Arizona-American Water Company

19820 Norah 7th Szrcer, Suite 201 ° Phoenix, Arizona 85024 • (623)445-2400 ' Fax (623) 445-2454

January 7, 2003

/ .

Daphene J. Green
Mayor
Town of Youngtown
12030 Clubhouse Square
Youngtown, Arizona 85363

SUBJECT: IRRIGATION WATER TARIFF

Maricopa Lake

4

Dear Mayor~

Earlier last month I had the pleasure of meeting with Town Manager, Mr. Mark
Foods, and Public Works Director, Jesse Mendez, to discuss Arizona-American Water
Company's (AAWC's) service to the T own o bY oungtown (the "Town"). O Ne of the
discussion points covered in our meeting concerned Maricopa Lake and the desire by the
Town to reduce its cost of water service by, among other things, changing service to a
lower cost irrigation water rate rather than the current convention of billing pursuant to
the general rate tariff. While the water district serving the Town does in fact have in its
eidsting rate stricture an irrigation water tariff] that rate is currently not available to the
Town's water accounts.

I
I
I
I
I
I
I
I
I
I
I
I

AAWC does not have the authority to change rates for services to its customers,
that power rests with the Arizona Corporation Commission. As you know, in November
2002, AAWC submitted applications for general rate increases for many of its water and
wastewater systems, including the district serving Youngtown. This general rate
proceeding provides an appropriate regulatory forum for the Town to request a revision
to the irrigation water rate to allow it to cover service to the Town. The Town may do so
by moving to intervene in the rate proceeding for such purpose. AAWC would not
oppose such a motion and believes that this course of action will best suit both the needs
of the Town and the resources of the ACC. Assuming the Town can demonstrate that the
requested rate change is in the public interest and that no other party to the proceeding
opposes the Town's request,jt will likely be granted.



Kita to Green
Page 2
1/'7/2003

I trust that you will contact me should you have condoms on this matter or any other
issues related to your service from AAWC. I look forward to continuing to work closely
with your staff to learn how we may better serve Youngtown.

I
I

Sincerely,

Robert J. Kita
Manager
Arizona-American Water Company

C: Mark Foods, Town of Youngtown
Ray Jones, AAWC
David Stephenson, AWSC
Brian Biesemeyer, AAWC

/

4

I
I
I



I
I
I

I

I
I
I
I
I

SCHNEIDER REJOINDER
EXHIBIT 2
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*

J A cry OF TOLLEON
9555WEST VAN BUREN

TOLLEON I Az 85353
Phone°(623)836-7111 ext 2708

fax (ez31936.7111
INVOICE no.
AAWC-09-03

I
1

TO: ARIZONA-AMERIeAN WATER COMPA°\NY
SUN car SEWER COMPANY
ATl'n: 8RIAN BIESEMEYOR
P.O. BOX 1687
sun car , Az 85372

bATE DESCRIPTION AMOUNT

1 o/erzooa lhdustrial wastewater charges for the month
of SEPTEMBER 2003

96,711
384,503

'1,000 gals used - SCSC
Total plant flow

25.15%

Total o aM $ 224,722.66 x

ee,711 scscs gal. use¢i . x

To PAY AT END oF FISCAL yE»»R

25.15%

0.666

$

$

$

REPLACEMENT AND CONTINGENCIES RESERVE $

56,522.71

64,409.53

. (7,e88.81 )

20,000.00

<7730/2003 $
$

59,600.86
20,000.00

" CAPITAL RESERVE BANCE FOR FY2004
CAPITAL RESERVE BMJFMNCE
PLUS: ADDlTlON PRESENT B\LUNG
PLUS: INTEREST EARNINGS
LESS: CAPrrAL OUTLAY FOR MAY
BALANCE OF CAPITAL OUTL/l\Y

$
$

25.95
79,626.81

TOTAL AMOUNT DUE THIS INVOICE s 54,409.53

I
I
I

UUE DN OR BEFQRE: . 1013012003 |
Please direct all inquiries to: STEVEN J. BAUMGARDT CONTRDLLER: (623)836-7111
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MONTH oF SEPTEMBER2003

TOTAL PLANT FLOW 384,503

Peoria Actual

Sum City Actual

95th Avenue

231,405

96,711

56-387

Phoenix o

I
I
I| To BE ACTUALLY BILLED

189,917.51
34,805.05

ActUal O&M
Pre-Treatment
Cap. Outlay

$
$
$ al

4

PERCENTAG ES
(Actual Total Plant Flows)

Peoria
Ind. 95th Ave

Sun city
Phoenix

74.85%
25.15%

0.00%
TOTAL o & M l 224,722.66$

Phoenix $ Q

TOTAL 100.00%
Sun city $

$

684568.10

156,154.56
For Billing Proposes:
(subttaciing SCSC usage . charges)

Total Flow 384,503
Sun City8¢ Phoenix 96,711

TOTAL 287,792
Total cost per
1000 gallons $ 0.58

Peon'a 234,405 80.41% 08=M plus Pre-Treat
1000 gaikuns $ 0.58 l

I
]'O BE USED FQ.R PEORlA Blu_lnG
PeoriaISunland Total Flaw

~. 287,792

I
I
I
I

ACTUAL O&M's USING FLOWS
Sun coy s 56,522-71

ACTUAL O&M PLUSCAEI]'AL USING FLOWS
SUN CITY $ 56,522.71

|

Pro:iaISunland's ram

$ 168,929.12
GAINSILOSSES USING

CONTRACT vs. ACTUAL FLOWS

Peoria actual flow Percentage
Billed

80-41 %
*

231,405

(City to pay SCSC at year end)

(12,045.38)Sun City 5

I
I
I
I

l

l
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1

0

0

CITY OF TOLLEON
. 9555WEST VAN BUREN

TOLLEON , AZ 85353
Phone:(623)936-7111 ext. 2708

fax: (628)936-7111
INVOICE no.
AAWC-08-03

TO; AR\ZONA~AMERICAN WATER COMPANY
SUN cm' SEWER COMPANY
ATTN: BRIAN BIESEMEYOR
P.O. BOX 1587
sun cITy , Az 85372

4

DATE DESCRIPTION AMOUNT

9/8/2003 Industrial wastewater charges for the month
of AUGUST2003

a8,144
393,048

'1 ,OOD gals used - SCSC
Total plant flow

22.43%

Total O &M

88,144

$ 286,475.38 X

SCSCS gal- Used X

To PAY AT END OF FISCAL YEAR

22.43%

0.709

$ 64,244.50

s 62,494.1 o

I s _ 1,750.41

REPLACEMENT AND CONTINGENCIES RESERVE $ 20,000.00

8/31/2006 $
$

39,600.86
2o,ooo.oo

CAPITAL RESERVE BANCE FOR FY2004
QAPrrAL RESERVE BAIJ°NCE
PLUS: ADDITION PRESENT BILLING
PLUS: INTEREST EIIIRNINGS
LESS* CAPITAL OUTLAY FOR MAY
BALANCE oF CAPITAL OUTlJ°\Y

$
$ 59,em.8e

TOTAL AMOUNT DUE THIS INVOICE s 82,494.1 o

DUE ON OR BEFGRE' 9/30/2003
Please direct all inquiries to: STEVENJ. BAU MGARDT CONTROLLER: (623)935-7111,_!



.AZ_A1IER_ WATER co.11/07/05 FRI 1s=4z FAX 823 835 00az @008
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9

9

MONTH oF
WORKSHEET FOR vvwrp FLOWS AND EXPENSES

AUGUST 2003

TOTAL PLANT FLOW 393,048

Peoria Actual 238,972

Sun city Actual

95th Avenue

88,144

65,932

Phoenix 0
TO BE ACTUALLY BILLED

275,821 .72
10,654.66

PERCENTAGES
(Actual Total Plant Flows)

Pearla
Ind. 95th Ave

ActUal O&M
Pre-Treatment
Cap. Outlay

$
$
$

Sun City
Phoenix

77.57%
22-43%
0.00%

TOTAL o & M $ 286,475.38

Phoenix $ -

TOTAL 100.00%
Sun city s 62494410

223;982;28$For Billing Proposes:
(subtracting .SCSC usage charges)

Total Flow 393,048
Sun City & Phoenix 88,144

TOTAL 304,904
Total cost per
1 too gatlczras $ 0.73

Peoria 238,972 78.38% O&M plus Pre-Treat.
1000 gallons S 0.73

To 8EU8E0. FOR PEORIA BILLING
PeorialSunland Total Flow .

304,904
ACTUAL 081M's USING FLOWS

Sun City 5 64,244.50

ACTUAL O8=M PLUS CAPITAL USING FLOWS
SUN CITY s 64,244.50

PeoliaISunland's O8¢M

$ 222,961.05
GAINSILOSSES USING

CONTRACT vs. ACTUAL FLOWS

Peoria actual flow Percentage
Billed

7B.38%

(City to pay SCSC at year sqq)

Sun City S 1,750.41238,972

I
I
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AZ-AMER; WATER co. ~008
4

11/07/03 FRI 18:43 FAX 823 983 0032
. 1,' ¢

CIW OF TOLLEON
9555WEST VAN BUREN

TOLLEON , Az sass
Phw18:(623)se6-7111 e>d.2708

fax (eeaysss:/111

~»

INVOICENO.
AAWC40743

TO: ARIZONA-1°\MERlCAN WATER COMPANY
SUN CITY SEWER COMPANY
ATTN: BRIAN BIESEMEYOR
P.O. Box 1887
SUN CITY I Az 85372

DATE DESCRIPTION AMOUNT

8/812003 Industrial wastewater charges for the month
of JULY zoos.

3

23.06%87,174
377,998

'1 ,too gals used - SCSC
Total plant flow I

1

Total O 8-M $ 188,990.29 x 23.06% $ 43,584.99

87,174 SCSCS gal. Used

To PAY AT END oF FISCAL YEJ°\R

x 0.666 s

$

58,057.88

(14,472.e9)

REPLACEMENTANO CONTINGENCIES RESERVE

|

$ 20,000.00

CAPITAL RESERVE BANCE FOR FY2004
CAPITAL RESERVE BALANCE
PLUS: ADDITION PRESENT BILLING
PLUS: .INTEREST EMRNINGS
LESS# CAPITAL OUTLA°\Y FQR MAY
BALAIINCE OF CAPITAL ouT my'

7/30/2003 $
$

19,600.86
20,000.00

$
$ 39,600.86

I|

I
I

TOTAL AMOUNT DUE TH1§ INVOICE s 78,057.88

I
DUE ON OR BEFORE: sraovzoua

please dined all inquiries to: STEp(ENIJ. BNJMGARDT CONTROLLER: (6z3)sas-1111

I
I
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11/0_7/08 FRI 18: 44 FAX 823 935 .grosz AZ-MER. WATER co. @010
,.¢

; MONTH oF JULY 2003

TOTAL PLANT FLOW 377,998

Peoria Actual 229,363

Sun City Actual 87,174

isth Avenue 61,461

Phoenix o

TO BE ACTUALLY BILLED

PERCENTAGES .
(Actual Tata! Plant Flows)

Peoria
Ind. 95thAvE

Aaua1 O&M
Pre-Treatment
Cap. Outlay

s
$
$

182,108.31
6,881.98

Sun City
Phoenix

76.94%
23.06%

0.00%
TOTALO&M $ 188,990.29

4. Phoenix $ -
TOTAL 100.00%

Sun city $ 61 ,eofs.37

127, 183,92$
For Billing Proposes:
(sukmtrading scsc usage charges)

Total Flow 377/as8
Sun City & Phoenix 87.174

TQTAL 290,824

Tata! mM per
1 too gallons $ 0,50

Peoria 229,363 78.87% O&M plus Pre-Treat.
1000 gallons S 0.50

To BE USED FOR PEORIA BILLING
PeoridSunland Total Flow ACTUAL 0&M's USING FLOWS

Sun any 's 43,584.99

ACTUAL o&m PLUS CAPITAL USINGFLOWS
sun .caw s 43,584.99

PeoriaISunIar\d's o&M
. P

$ 146,134.47
gAIns/Losses USING

CONTRACT vs. ACTUAL FLOWS

Peoria actual flow Percentage
Billed

78.B7%

(City to pay SCSC at Year end)

229,363 Sun City $ (18,221.37)



AZ-AMER. WATERCO. @111111/07/05 FRI 16:44 FAI 828 .938 0032
,J

4

cry oF TOLLEON
9555WEST VAN BUREN

TOLLEON , Az 85353
ph¢ne:(62s)936-7111 exL2708

fax (ezalsae-7111
INVOICE no.
WwTooD0498

TO: ARIZONA»4°\MERlCAN WATER COMPANY
SUN CITY SEWER COMP4°\NY
ATTN; BRIAN BIESEMEYOR
p_Q. Box 1687
sun car , Az 85372

DATE DESCRIPTION AMQ_UNT
\

7/28/2003 Industrial wastewater dhargesfor the month
of .IUNE2gg3

86,959
349,551

'1 ,000 gats Used - SCSC
Total plant flow

24.88%

I
I
I
I
I
l
I
I Total o am s 418,239.52 x 24.88% $ 103,549.33

86.959 SCSCS gal. Used

To pAy AT END OF FISCAL YEAR

x 0.666 $

$

57,914.69

45,634.64

REPLACEMENT AND CONTINGENCIES RESERVE $ 20,000.00

6/30/2003 (453.60)
20,000.00

54.46

$
$
$
S
$

-

CAPITAL RESERVE BANQE FOR FY 2003
CAPITALRESERVE BAL¢INCE
.PLUS: ADDITION PRESENT B1LL\NG
PLUS: INTEREST EARNINGS
LESS: CAPITAL 0 YFOR MAY
BALANCE oF CAPITAL OUTLMY 19,600.86

4

TOTAL AMOUNT DUE THIS INVOICE s 77,914.69

DUE ON ORBEFORE: 8120/2003 .
Please direct all inqvj es to: sEvEn J. BAUMGARDT CONTROLLER: (6z3)93s-7111
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11/07/08 nu 18545 FAX 823 983 0082

MONTH OF

u?

JUNE 2003

AZ-AMER. WATERCO. @013
4

TOTAL PLANT FLOW 349;551

Peoria ACtual 215.648

Sun City Actual 86,959

95th Avenue 46,944

Phoenix 0

TOBE ACTUALLY BILLED

406,204.38
10,035.14

$
$
$

PERCENTAGES
(Actual Total Plant Flows)

pence
Ind. 95th Ave

Actual O&M
PreTreatMent
Cap. Outlay

Sun City
Phoenix

75.12%
24.88%
0.00%

TOTAL o a M $ 416,239.52

Phoenix $ -

TOTAL 100.00%
Sun City $ 57,914.69

$ 358,324.83For Billing Proposes:
(subtracting SCSC usage charges)

Total Flow 349,551
Sun City a Phoenix 86,959

TOTAL 262,592

Total most per
1ooo gallons $ 1.19

Peoda 215,648 82.12% O8<M plus Pre-Treat,
1000 ga|\ons $` 1-19

To BE USED FOR PEORIA BILLING"
Peoria/Sunland Total Flow

. 262,592

ACTUAL O&M's USING FLOWS
Sun city s . 103,549.33

t

ACTUAL O&M PLUS CAPITAL USING FLOWS
SUN CITY s 1033549,33

I PeoriaVSur1land's -O&M
GAINS/LOSSES USING

CONTRACT VS. ACTUAL FLOWSs 313,419.36

Pecnria actual flow (City to pay SCSC at year end)

215,648

Percentage
Billed

oz. 12% Sun City $ 45,634.64I
I
I



I 11/07/05 FRI 16:45 FAX adz 983 0082 AZ-AMER. WATER co . @1014 4>

81

I

•

1 caw oF TOLLEON
9555WEST VAN BUREN
TOLLEON ,AZ 85353

Phone:(623) 936-7111 exp 2708
fax; (623)s3e-7111

INVOICE NO.
AAw-11

TO' ARIZONA-AMERlC1°\N WATER COMPANY
SUN CITY sEwER COMPANY .
ATTN: BRIAN BIESEMEYOR
P.O..Box 1687
sun car ,  Az 85372

DATE DESCRIPTION AMOUNT

6/5/2003 Industrial wastewater dwarves for the month
of MAY2003

100,853 .
385,102

'1 ,too gals used -SCSC
Total plant flow

! 25.19%

Total o &M $ 351,363.72 x 26.19% $ 92,017.40

100,853 SCSCS gal. Used

To PAY AT END oF FlscAL YEAR

X 0.666 s 57,168.10

$ 24,849.30

I
I
I

REPLACEMENT AND CONTINGENCIES RESERVE $ 20,000.00

CAPITAL RESERVE BANCE FDR FY 2003
CAPrrAL RESERVE BALANCE
PLUS: ADDITIGN PRESENT BILLING
PLUS: INTEREST EARNINGS
LESS: CAPITAL OUTLJ°\Y FOR MAY
BmRIJNCE UF CAPITAL 0UTLAY

5/31/2003 s
s
$
$15

(8,248.95)
20,000.00

(12,204.65)
(45350)

TOTAL AMOUNT DUE THISlNVOICE s 87,188.10

DUE ON OR BEFORE: 613012003 .
Please direct all inquiries io:- STEVEN J. BAUMGJMRDT CONTROLLER:. (623)935-7111

I
I



11/07/03 FRI 18:45 FAX 823 985 0052 AZ-AMER. WATER co. @1015

:_ 9

Moiré oF MY 2003

TOTAL PLANT FLOW 385,102

Peoria Actual 219,514

sun city Actual 100,853

95th Avenue 64,785

Phoenix o
l

TO BE ACTUALLYBILLED

Actual 08M
Pre-Treatment
Cap. outlay

S
$
$

334,947.56
16,416.16
46,602.84

4
PERCENTAGES .
(Mutual T0iallplard FIOWS)

Peoria
Ind. isth Ave

Sun cry
Phoenix

73.81%
26.19%
0.00%

TOTAL o a. M $ 397,966.56

Phoenix $ -

TOTAL 100.00%
Sun City s 67,168.10

$ 330,798.46
For Billing Proposes:
(subtracting SCSC usage charges)

Total FIDW 385,102
Sun City & Phoenix 100,853

TOTAL 284,249
Total cost per
1000 gallons $ 1_O3

peony 219,514 77.23% O&M plus Pre Treat_
1000 gallons $ 0.91

To BE usEnFoR PE0RIA aILinG
-peria/sqnuana Teal Flow .

284,249
ACTUAL O&M's USING FLows
. Sun city $ 92,017-40

ACTUAL O&M PLUS CAPITAL USING FLOWS
SUN CITY $ 104,222.05

PeGliaISUnland'S O&M

S 294,473.68
GAINSILOSSES USING

CONTRACT vs. ACTUAL FLOWS

Peoria actual flow (City to pay SCSC at year end)

219,514

Percentage
Billed

77.23% .Sun city $ 24,849.30

I
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11/07/08 FRI 18:46 FAI 828 sos 0052 AZ-AMER. WATER co. 54 017

4

CITY oF TOLLEON
9555WEST VAN BUREN

TOLLEON | Az 85353
Phoné:(823)936.7111 ext. 27oa

taxi »(62a)sse-7111
InvolcE NO.
W\MT0000490

TO: ARIZONA-NVIERICAN WATER COrPs*IY
SUN car SEWER COMPANY
A'lTn: BRIAN BIESEMEYOR
p_0) BOX 1687
sun cITy , Az 85372

DATE DESCRIPTION AMOUNT

5/9/2003 Industrial wastewater charges forth month
hf APRIL 2003

iwis
401,094

'1 ,too gals used - SCSC
Total plant flow

29. 19%

Total o 8=M $ 270,429.69 X 29.19% $ 78,951.68

117.099 SCSCS gal. Used x 0.566 s 77,987.93

963.75To PAY AT END oF FISCAL YEAR $

REPLACEMENT AND CONTINGENCIES RESERVE $ 20,000.00

4/30/2003 4,819.30
2o,ooo.oo

CAPITAL RESERVE BANCE FOR FY 2003
CAPITAL RESERVE BALANCE
PLUS: . ADDMON PRESENT BILLING
PLUS: INTEREST EARNINGS
LESS! CAPITAL ouruw FOR APRIL
et1u.AncE'oF CAPITAL OUTUIIY .

$
$
s
$
s

-

(33¢068.25)
(81248.95)

TOTAL AMOUNT DUE THIS INVOICE s 97,987.83 .
I

. DUE ON OR BEFORE: 5130/2008
P̀Iease aired all ii;uities. to: sreveu J. BAUMGMRDT conTRou.ER: (s2:s)s3e-7111

I
I
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U
in W O R l \ a H E E T  F O R  w a r p  F L O W S  A N D  E A P E N S E S

MONTH OF APRIL  zoos

TOTAL PLANT FLOW 401 ,094

Peor ia Actual 222,189

Sun City Actual 117/099

95th Avenue 51,826

Phoenix
0

To BE ACTUALLY B ILLED

A4\dLI3l 0&1V1
Pre-Treatment
Cap. Outlay

259,529.35
1 o,soo.a4

113,267.20

PERCEMAGES
(Amoral Trial Plant Flaws)

Peoria
I n d .  i s t h  Av e

Su n  a n y
Phoen ix

70.81 %
29. 19%
0.00%

T O T A L  o & M $ 383,696.89

P h o e n i x  $

T O T AL 100.00%
Sun City $ 77,987.93

$ 305,708.95

I
For Bi l l ing Proposes:
(subtracting SCSC U s a g e charges)

Tota l  F low 401 ,094
Sun City  & Phoenix 117,099

T O T A L 283,995

Total Cost per
1000 gallons $ 0 .96

Peoda 222,169 78.23% O&M plus Pre-Treat.
1000 gal lons $ 0.67

TQ.B§ USED FOR PEORIA BILLING
pea¢wsunlar»d Tata! Flcbw

288.995
ACTUAL O&M's USING FLOWS

Sun any $ 78,951 .se

ACTUAL O&M PLUS CAPr rAL USING FLOWS
. SUN C ITY $ 112 ,0 t9 .93

Pedr idSun land 's  O&M
G AIN SIL O SSES u s in G

CONTRACT vs .  ACTUAL FLOWS
$ 272,406. 13

Peoria actual f low (City to pay SCSC at year end)

222,159

Percentage
Bi l led

78.23% S u n  c r y  s 963.75
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I
I
I INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.

I
Q.

My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

Street, S.E., Salem, Oregon 97302.

Q. WHAT Is YOUR PROFESSION AND BACKGRGUND?

I
I
I
I
I

Utah,

I

I am an economist and Vice President of Utility Resources, Inc., a consulting firm.

I received my Ph.D. in Economics from the University of Florida. Prior to jointly

establishing URI in 1985, I was a consultant at Zinder Companies from 1982-1985

and a senior economist on the staff of the Oregon Public Utility Commission from

1976 to 1982. Prior to 1976, I taught business and economics courses at the

graduate and undergraduate levels.

I have been deposed or testified on various topics before regulatory

commissions, courts and legislative committees including two Canadian regulatory

authorities, four Federal agencies and in the states of Alaska, Arizona, California,

Colorado, Georgia, Idaho, Illinois, Iowa, Kentucky, Minnesota, Montana,

Nebraska, Nevada, New Mexico, Oklahoma, Oregon, Tennessee,

Washington and Wyoming. In addition to cost of capital studies, I have testified as

an expert on the valuation of utility property, estimated incremental costs of

energy and telecommunications services, and presented rate design testimony.

I Q- WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED BEFORE?

I
I
I

1 1.

2
3 A.

4

5
6 A.

7
8

9

10

11

12

13

14
15

16

17

18

19

20
21 A.

22

23

24

25

26

I have testified on cost of capital or other financial issues before the Interstate

Commerce Commission, Bonneville Power Administration and in 13 states. My

studies and testimony have included consideration of the financial health and fair

rates of return for Nevada Bell Telephone, Illinois Bell Telephone, General

Telephone of the Northwest, Pacific Northwest Bell, U S WEST, Anchorage

Municipal Light & Power, Pacific Power & Light, Portland General Electric,

FENNEMORE CRAIG
A PROFESSIONAL CORPORATION
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I
I
I
I
I
I
I
I

Commonwealth Edison, Northern Illinois Gas, Iowa-Illinois Gas and Electric,

Puget Sound Power & Light, Idaho Power, Cascade Natural Gas, Mountain Fuel

Supply, Northwest Natural Gas, Arizona Water Company, California-American

Water Company, California Water Service, Dominguez Water Company,

Kentucky-American Water Company, Mountain Water Company, Oregon Water

Company, Paradise Valley Water Company, Park Water Company, San Gabriel

Valley Water Company, Southern California Water Company, Tennessee-

American Water Company and Valencia Water Company. I have also prepared

estimates of the appropriate rates of return for a number of hospitals in

Washington, a large insurance company, and railroads.

I Q, DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED To

COST OF CAPITAL ISSUES?

I
I
I
I
I
I

Yes. I published an article "Water Utilities and Risk," Water: the Magazine of the

National Association of Water Companies Vol. 40, No. 1 (Winter 1999), and was

an invited speaker on the topic of risk of water utilities at the 57th Annual Western

Conference of Public Utility Commissioners in June 1998. I also presented a paper

"Application of the Capital Asset Pricing Model in the Regulatory Setting" at the

47th Annual Southern Economic Association Meetings and published an article

"On the Use of the CAPM in Public Utility Rate Cases: Comment" in Financial

Management (Autumn 1978). While on the staff of the Oregon Public Utility

Commission, I also established a sample of over 500,000 observations of common

stock returns and measures of risk and conducted a number of studies related to the

use of various methods to estimate costs of equity for utilities. I was invited to

lecture at Stanford University to discuss that research.

I

1

2

3

4

5

6

7

8

9

10

11

12

13 A.

14

15

16

17

18

19

20

21

22

23

24

25

26
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I

11. PURPCSE OF TESTIMONY, SUMMARY AND CONCLUSIONS

WHAT Is THE SUBJECT OF YOUR TESTIMONY I N THIS

PROCEEDING?I
I

I

Arizona-American Water Company ("Arizona-American" or the "Company") has

asked me to estimate its cost of common equity to be used in developing a just and

reasonable rate of return on Arizona-American's investment in its utility plant and

property devoted to public service for ratemaking purposes. My study is based on

data available to investors in early August 2002. I was also asked to review certain

published decisions of the Arizona appellate courts related to the use of a "fair

value" rate base ("FVRB") in setting rates in Arizona, and to express my opinion

as an economist concerning the rate base to which the cost of equity and the

overall rate of return should be applied in Arizona based on those decisions. Mr.

David Stephenson will testify regarding Arizona-American's capital structure, cost

of debt and total cost of capital (rate of return), which includes my recommended

cost of equity.I
HOW is YOUR TESTIMONY GRGANIZED?

I
I
I
I

1

2 Q.

3
4 A.

5

6

7

8

9

10

11

12

13

14

15

16 Q.

17 A.

18

19

20

21

22

23

24

25

26

In this Section II, I outline my testimony and summarize my analysis.

In Section III, I discuss my review of certain decisions of the Arizona courts

and provide my opinion as an economist about what rate base must be combined

with a ROR that includes a market determined estimate of the cost of equity to

satisfy the requirements of the Arizona Constitution as interpreted in those

decisions.

In Section IV, I discuss the risk of water utility common stocks and

differences in risk of water utilities and natural gas distribution utilities ("gas

utilities") and explain why Arizona-American's higher leverage and unique

business risks in Arizona make the Company more risky than an average publicly-

FENNEMORE CRAIG
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I

I

I

traded water utility I examine to detennine benchmark equity costs.

Section V reports my discounted cash flow ("DCF") equity cost estimates

for samples of water utilities and gas utilities.

Section VI presents equity cost estimates based on three risk premium

approaches. For perspective, I also estimate an equity cost range with the capital

asset pricing model ("CAPM").

Section VII provides a summary of my analysis and my recommended

return on common equity ("ROE") for Arizona-American.I
Q. HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS TO

ACCOMPANY YOUR TESTIMCNY?

Yes. I have prepared 24 tables that support my testimony. These tables are

attached to this testimony at Exhibit Zepp Dir. Exh. 1.

PLEASE SUMMARIZE YOUR TESTIMONY.I
I

My findings and recommendations are the following:

1. Arizona-Arnerican's cost of common equity is greater than the cost of
common elul. ` in my sample of public -traded
water utilltlest 3/and has other additional business
risks.
cost premium of at least 60 basis points.

of the average water utih
because it is more leverage

I estimate Arizona-Amencan's additional leverage requires an equlty

I 2.

of four publicly-traded water
11.1%,

I
I

1

2

3

4

5

6

7

8

9

10

11 A.

12

13 Q.

14 A.

15

16

17

18

19

20

21

22

23

24

25

26

as utilities, the cost of equity for a
11.5%,

3.

The market cost of common equity facing large, publicly-traded water
utilities falls in a range of 10.9% to 11.5% at this time:

DCF model estimates for a sample
utilities indicate their average cost of equity is

Based on a DCF analysis of g
comparable risk water utility fa is in a range of 11.4% to

The costs of equity derived from three risk premium analyses
indicate the cost of equity for publicly-traded water utilities falls in a
range of 10.9% to 11.4%.

A range of equity costs indicated by the CAPM overlaps my other
estimates of the cost of equity.

An internal rate of return analysis for Middlesex Water and Connecticut

FENNEMORE CRAIG
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4.

Water Service, two other water utilities considered by the Utilities Division
("Staff") in past rate cases but not included in my DCF sample, is not
inconsistent with my estimated equity cost range for publicly-traded water
utilities.

I estimate Arizona-American's cost of equity falls in a range of ll.5% to
l2.1%. I recommend that Arizona-American be allowed to earn a ROE of
no less than Il.5%, the bottom of the range of m e city cost estimates.
See Summary Table 24, Exp. Zepp Dir. Exh. l attaciiedciwereto.

5. A determination of a ROE and overall rate of return is independent of the
determination of an original cost rate base ("OCRB") and determination of
the value of the FVRB. As an economist, I conclude the ROR that includes
my recommended ROE of no less than 11.5% should be adopted and
multiplied by the FVRB to determine revenue requirements for Arizona-
American's systems.

III. ARIZONA COURT DECISIONS INDICATE UTILITY RATES SHOULD
BE SET TO RECOVER A MARKET-BASED COST OF EQUITY APPLIED
TO A FAIR VALUE RATE BASE

WHAT Is THE ISSUE YOU ADDRESS IN THIS SECTION OF YOUR

TESTIMONY?

The Arizona Constitution provides that "the corporation commission shall, to aid it

in the proper discharge of its duties, ascertain the fair value of the property within

the State of every public service corporation doing business therein." Arizona

Constitution, Art. XV, § 14. Given that the Arizona Constitution requires the use

of a "fair value" rate base ("FVRB") in setting rates, a preliminary issue that

should be addressed is whether the percentage rate of return on rate base ("ROR"),

which is composed of the market cost of equity and embedded costs of debt,

should be set independent of the determination of the FVRB or whether the ROR

should be adjusted to hold a utility's earnings at the same level that would occur if

an original cost rate base ("OCRB") had been used to determine the revenue

requirement.

PLEASE DISCUSS WHAT Is MEANT BY A FAIR RATE OF RETURN.

1

2

3

4

5

6

7

8

9

10
11 Q.

12
13 A.

14

15

16

17

18

19

20

21

22

23
24 Q.

25 A.
26

A fair rate of return is achieved when a utility is permitted to set rates and charges

FENNEMORE CRAIG
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I

for service at levels where the expected return provides common stock investors a

reasonable opportunity to ham the cost of  common equity. Since operating

expenses and interest on debt take precedence over payments to common

stockholders, the common equity shareholders of the company bear the greatest

risk of not receiving expected returns. The U. S. Supreme Court recognized this

requirement many years ago. In describing the ROR on a utility's FVRB, the U.S.

Supreme Court, inBlue field Waterworks, stated:

A public utility is entitled to such rates as will permit it to
earn a return on the value of the property which it em lays for
the convenience of the public equal to that generally being
made at the same time and in the same general part of the

are attended by corresponding risks and uncertainties, but it
has no constitutional right to profits such as are realized or
anticipated in highly prof itable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
conf idence in the f inancial soundness of  the util ity, and
should be adequate, under efficient and economic
management, to maintain and support its credit and enable it
to raise the money necessary for the proper discharge of its
public duties.

country on investments in other business undertakings which

Blue field Waterworks & Improvement Co. v. Pub. Serv. Comm 'n of West Va., 262

U.s ; 679, 692-93 (1923).

In the Hope Natural Gas decision, the Supreme Court restated this

requirement:

[T]he return to the equity owner should be commensurate
with returns on investments in other enterprises having
corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.

Fed. Power Comm 'n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q~ YOU QUOTED FROM U.s. SUPREME COURT DECISIONS.

THOSE STATEMENTS CONSISTENT WITH THE

CONSTITUTION AND DECISIONS OF THE ARIZONA COURTS?

ARE

ARIZONA

FENNEMORE CRAIG
A PROFESSIQNAL CORPORATION

PHOENIX
6



I understand that Arizona courts have recognized and followed relevant U.S.

Supreme Court decisions. In US West Communications, the Arizona Supreme

Court stated: "Whenever possible, however, we construe the Arizona Constitution

to avoid conflict with the United States Constitution and federal statutes." US

West Communications, Inc. v. Ariz. Corp. Comm 'n, 201 Ariz. 245, 246, 34 P.3d

351, 355 (2001).

However, as I stated earlier, Arizona differs from most other jurisdictions

because of the requirement embodied in the Arizona Constitution that the "fair

value" of the utility's plant and property be found and used in setting rates. The

Arizona Supreme Court has stated, for this reason, that the "end result" test

approved in Hope cannot be used in Arizona to justify a particular rate setting

approach:

for the
rates.

It is clear, therefore, that under our constitution as interpreted
by this court, the commission is required to find the fair value
of the company's property and use such finding as a rate base

purpose of calculating
T e Hope case cannot e used by the commission.

do so would violate our constitution. The statute under
consideration in that case prescribed no fionnula for
establishing a rate base. While our constitution does not
establish a formula for giving at fair value, it does require
such value to be found and used as the base in fix in rates.
The reasonableness and justness of the rates must be related to
this finding of fair value.

what are just and reasonable
To

Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382

(1956). The court also stated:

1 A .

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Fair value means the value of properties at the time of inquiry,
... whereas prudent investment relates to a value at the time

... The former allows the increase or decrease
in the cost of construction to influence the rate, whereas the
latter makes no such allowance. Irrespective of the merits, if
any, of the prudent investment theory, because of our
constitution the commission cannot use it as a guide in
establishing a rate base.

of investment.

FENNEMORE CRAIG
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Simms, supra (citations omitted).

Historically, a utility's rates were fixed on the basis of providing a fair

return on its FVRB, as the discussion in Blue field Waterworks at pages 690 to 692

shows. Arizona courts have continued to state that the Arizona Corporation

Commission ("Commission") must use a FVRB in setting rates in Arizona.

Recently, the Arizona Supreme Court stated that in a monopolistic setting, "fair

value has been the factor by which a reasonable rate of return was multiplied to

yield, with the addition of operating expenses, the total revenue a corporation

could earn." That statement is

consistent with the Arizona Supreme Court's statement in Simms some 45 years

earlier that the "reasonableness and justness of the rates must be related to [the]

finding of fair value." Simms, 80 Ariz. at 151, 294 P.2d at 382.

In short, the principles stated by the U.S. Supreme Court on what

constitutes a fair rate of return are consistent with the holdings of the Arizona

courts. Because of the constitutional requirements in Article 15 of the Arizona

Constitution, however, the Commission should establish rates that provide a fair

rate of return on the current value of a utility's property, i.e., its FVRB .

US West, 201 Ariz. at 245, 34 P.2d at 354.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 A.

21

22

23

24

25

26

Q~ WHAT FORMULA HAS THE ACC USED TO DETERMINE A UTILITY'S

FAIR VALUE RATE BASE?

It is my understanding that there is no set formula for detennining the FVRB.

Instead, the Commission may consider any relevant evidence that aids in

determining the current value of the utility's plant and property. However, I also

understand that the Commission has often detennined the FVRB by simply

averaging the utility's original cost rate base ("OCRB") and its Reconstruction

Cost New Rate Base ("RCNRB) as a default measure of FVRB when multiple

indicators of the value of plant and property are not available. While certainly

FENNEMORE CRAIG
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I
I

I

convenient, this approach may ignore other factors and circumstances affecting the

current value of the plant, and may ultimately result in a substantially understated

FVRB ¢

In this case, Arizona-American is requesting that its adjusted RCNRB be

used as its FVRB, as discussed in the Direct Testimony of Thomas J. Bourassa.

The RCNRB is based on the trended cost of the plant and property used to furnish

service, and therefore should more closely approximate its current value than

would the original or historic cost. As explained by Mr. Bourassa, in this particular

case, the use of the RCNRB is also supported by the purchase price recently paid

by Arizona-American for the water and wastewater systems and other assets

owned by Citizens Communications in Arizona. The fact that these systems were

recently the subject of an arms-length purchase/sale, involving independent and

sophisticated parties, gives further support to using RCNRB as the FVRB instead

of an average of OCRB and RCND in this case, as multiple indicators of the

current value of a utility's assets are rarely available. Assuming that the goal of

finding and using the "fair value" of the utility's property is to ensure that the rates

are set on the basis of the current value of the utility's plant and property, it would

be more appropriate to use the RCNRB as the FVRB, especially when the

purchase price for the Citizens' assets is taken into account.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

Q- BELOW YOU PROVIDE EQUITY COST ESTIMATES. DO THOSE

ESTIMATES DEPEND ON THE TYPE OF RATE BASE USED?

No. My equity cost estimates are independent of the rate base to which they are

applied. The equity cost estimates I present are determined from market data and

provide an estimate of the equity return an investor requires on dollars invested in

shares of common stock. Actual equity returns depend, in part, on the rate base

that is incorporated into the process that sets rates. Those stock prices also depend
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1 in part on the present value of cash or securities that an investor expects would be

received if the utility were condemned by a public agency, acquired by a

municipality or another utility, or merged into another utility. Thus, the

percentage equity cost estimates are independent of whatever formula is used to

determine the FVRB .

I
I
I Q- WILL APPLICATION OF A MARKET-BASED RATE OF RETURN TO

THE FVRB ALWAYS LEAD TO HIGHER PRICES FOR UTILITY

SERVICES THAN WOULD BE THE CASE IF THE MARKET-BASED

ROR WERE APPLIED TO AN OCRB?

No, it would not. InSimms, the Arizona Supreme Court recognized that fair value

"allows the increase or decrease in cost of construction to influence the rates,

whereas [OCRB] makes no such allowance." Simms, 80 Ariz. at 151, 294 P.2d at

382. The impact of using a FVRB will vary depending on the utility's particular

circumstances. I would expect that the application of the market-based ROR to a

FVRB for a water utility will, in many cases, lead to higher rates than application

of a market-based ROR to an OCRB. But in other cases, the FVRB may be less

than the OCRB and thus lead to lower prices for utility services than if the OCRB

were used to determine such prices. The drafters of the Arizona Constitution

apparently wanted Arizona ratepayers to benefit from cost savings just as they felt

that stocldiolders should be allowed to earn a return on the current value of their

assets if costs have increased.

2

3

4

5

6

7

8

9

10 A .

11

12

13

14

15

16

17

18

19

20

21

22

23 A.

24

25

26

Q- WHAT Is THE SIGNIFICANCE OF SUCH COST CHANGES?

It means that the value of the FVRB could be larger or smaller than the value of

the OCRB and thus prices for utility services paid by ratepayers when the market-

based ROR is multiplied by a FVRB could be higher or lower than rates paid by

application of a market-based ROR to an OCRB. With application of a market-

I
I
I
I
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based ROR to an OCRB, if subsequent changes in costs have increased or

decreased the current value of the property, the earnings requirement would not

change.

Q- AS AN ECONOMIST, Is IT APPROPRIATE TO DETERMINE THE

EARNINGS REQUIREMENT BY MULTIPLYING THE MARKET-BASED

ROR TIMES AN OCRB AND THEN SOLVING FOR A ROR THAT,

WHEN APPLIED TO THE FVRB, PRODUCES THE SAME DOLLAR

LEVEL OF EARNINGS?

\ No, it is not. I will call that method the "OCRB-earnings method" because it

adopts earnings based on an OCRB even though FVRB is recognized in setting

rates. To use the OCRB-earnings method would in fact mean that the OCRB is

actually being used to set prices for utility services when Arizona courts have

disapproved of the use of an OCRB to determine such prices. The Arizona courts

have stated that prices set for utility services should be based on providing a fair

rate of return on FVRB - the current value of the utility's property. Limiting a

utility's earnings to a dollar return on its OCRB would violate this principle, and

effectively adopt the "prudent investment" approach that was disapproved in

Simms.

Moreover, if the FVRB has increased in value and the OCRB-earnings

method is used to restate the ROR, it could produce an overall ROR that is less

than the cost of debt. Such an outcome would not produce a cost of equity that is

based on substantial evidence and may be confiscatory under Arizona's rate-

setting requirements .

I
I
I
I
I
I
I
I
I

1

2

3

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24 Q.

25

26

DR. ZEPP, YOU ARE AN ECONOMIST BY TRAINING, AND WHILE

YOU HAVE TESTIFIED ON MANY OCCASIONS ON THE COST OF

CAPITAL AND OTHER RATEMAKING ISSUES, YOU ARE NOT AN
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ATTORNEY. ARE YOU PRESENTING A LEGAL OPINION?

I
I
I
I
I

I
I

No, that is not my intention. As I have stated, I have reviewed and analyzed, as an

economist, several U.S. Supreme Court and Arizona appellate decisions, including

Blue field Waterworks, Hope, Simms, and US West. My testimony is based on what

the courts have stated in those decisions, which is why I have quoted from them

extensively. Based on the courts' statements, the regulatory framework appears to

be clear. As a professional economist with experience in ratemaking and other

types of proceedings involving utilities, I believe I am capable of reviewing and

discussing court decisions that pertain to ratemaking principles. In fact, I often

review court decisions as well as decisions of regulatory commissions in order to

follow changes and developments affecting regulated industries. In many states,

including Arizona, commissioners are not required to be attorneys, and yet they

must deal with these sorts of legal concepts and requirements. However, if there

are other court decisions that I have overlooked or omitted, which contradict the

discussion in Simms or US West about the use of the "fair value" of a utility's

property to set rates, for example, I stand to be corrected.

I Iv.

Q-

GENERAL RISKS OF WATER UTILITY STOCKS

AS A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLES OF

UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS.

I

I

1

2 A.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 A .

21

22

23

24

25

26

My sample of water utilities is composed of American States Water, California

Water Service Group, Philadelphia Suburban Corp. and SJW Corp. These four

water utilities are all of the water utilities the Commission's Utilities Division Staff

("Staff") relied upon to determine DCF equity costs in the Green Valley Water

Company case (Docket No. W-02025A-01-0559, Schedule JMR-5, dated February

ll, 2002) that have more than 60% of their revenues from water utility operations,

are not currently being acquired and are not likely acquisition candidates. Table l
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I
I

lists percentages of operating revenues and bond ratings for these four water

utilities (as well as the utilities in the Staff sample I have not included in my

analysis) and the common equity ratios for Arizona-American and the four utilities

I adopt to make equity cost estimates.I
Q-

I
PLEASE ELABORATE ON THE REASONS YOU HAVE NOT INCLUDED

THE OTHER FOUR WATER UTILITIES IN THE SAMPLE YOU USED

TO MAKE DCF EQUITY COST ESTIMATES?

I
_
I

I
I
I
I
I

I

1

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

I have not included American Water Works in my sample because it has entered

into an agreement under which its stock i s being acquired by RWE AG, a Gennan

provider of utility and other industrial services, at a price premium of 35% over the

price at the time of the announcement. Shares of stock for American Water Works

trade primarily on the expected timing of completion of the merger, not the cost of

equity. Southwest Water was excluded because C. A. Turner Utility Reports lists

its percentage of water utility revenues at only 42%. Middlesex Water Company

and Connecticut Water Service appear to be acquisition targets and thus it is

difficult to estimate their equity costs with the traditional DCF model.

Table 2 reports premiums water utility investors have received, or in the

case of American Water Works, have been proposed to receive, at the time

mergers or acquisitions were completed. Those premiums have ranged from 35%

to 59% and have averaged 45%. Value Line has advised investors to expect such

acquisitions and mergers to continue and to expect prices from an acquisition to be

as much as four times book value. See Value Line Investment Surveys dated May

3, 2002 at page 1420 and dated August 6, 1999 at page 1405 (copies attached). As

a result, it is reasonable to expect that investors holding water utility stocks have

bid up prices to reflect the probability they will receive premiums in the future. If

prices have been bid up in expectation of receiving such premiums, dividend
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I

I
I
I
I
I
I

yields will be reduced to a level lower than would occur if investors did not expect

such premiums to be paid. Consequently, mechanical application of the traditional

DCF model will understate the cost of equity.

Potential acquisition/merger candidates are expected to have had relatively

large increases in stock prices. Based on that criteria, I have excluded Connecticut

Water Service and Middlesex Water from my primary DCF equity cost estimates.

Those two companies have experienced increases in common stock prices that are

substantially above the increases in prices for other water utility stocks and thus

appear to be acquisition or merger candidates. As part of my analysis below,

however, I do compute a range of equity costs for Connecticut Water Service and

Middlesex Water with an alternative version of the model underlying the DCF

model.

I Q- DID YOU ALSO ANALYZE ANY OTHER COMPANIES IN

DEVELOPING YOUR RECOMMENDED COST OF EQUITY?

Yes, I also evaluated a group of seven natural gas utilities whose stock is publicly

traded. This analysis provides another useful equity cost benchmark, which is

necessary given the small size of the water utility sample group.

I Q. How DID YOU DETERMINE THE SAMPLE OF GAS UTILITIES YOU

USED TO COMPUTE YOUR OTHER DCF EQUITY COST ESTIMATES?

I
I
I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 A.

16

17

18

19

20 A .

21

22

23

24

25

26

Table 3 reports the seven gas utilities that I have relied on to supplement my

analysis. The utilities in the gas utilities sample are all of the gas utilities relied

upon by Staff to determine equity costs in Black Mountain Gas Company, Docket

No. G-03703A-01-0263, that have at least 60% of their revenues from gas

operations (as reported by C. A. Turner Utility Reports), are not being investigated

for fraud, are not gas producers and have at least one bond rating of A or better

published by Moody's or S&P. Table 3 also lists the gas utilities from the Staff
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I
I
I
I Q- HOW DOES THE LEVEL OF RISK FACED BY GAS AND WATER

UTILITIES COMPARE?I
I
I
I
I
I
I
I
I
I Is THERE OTHER EVIDENCE THAT SUGGESTS THE FINANCIAL

COMMUNITY REGARDS THE RISK OF WATER UTILITIES AND GAS

UTILITIES TO BE SIMILAR?I
I
I

1 sample I did not include in my sample and reasons I did not include them in my

2 analysis.'

3

4

5 A. When making comparisons between risks of water utilities and gas utilities,

6 investors recognize that all utilities face the risk that regulators may disallow

7 investments they have made and expenses they incur. That is an unavoidable risk

8 of regulation. The other types of risks facing gas utilities and water utilities do

9 differ in certain respects. It is possible, however, to compare two "bottom-line"

10 measures of risk for an average gas utility with comparable measures of risk for

l l the average water utility. That comparison is presented in Table 4. The first

12 measure of risk is beta, the risk measure in the CAPM. The beta provides a

13 measure of the risk of holding a stock in a diversified portfolio. The larger the

14 beta, the higher the risk. For purposes of this table, Value Line estimates of betas

15 are presented. The second measure of risk is Value Line's Safety Rank. This

16 measure of risk is the risk an investor has if he/she holds an individual stock

17 instead of holding that stock as part of a diversified portfolio. The larger the

18 Safety Rank, the higher the risk. Based on those measures of risk, gas and water

19 utilities have approximately the same level of risk.

20 Q.

21

22

23 A. Yes. In its June 21, 1999 Utilities & Perspectives, Standard & Poor's ("S&P")

24 announced that it "has created a single set of financial targets that can be applied

25 1 I have excluded NICOR from the sample because it is currently under investigation for
fraud and its stock price dropped significantly in response to that announcement, to avoid
over-stating the dividend yield in the DCF analysis.26
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I

across the different utility segments." It now has "four principal financial targets

that it uses to analyze credit quality of all investor-owned electric, natural gas, and

water utilities in the U.S." S&P Utilities & Perspectives, June 21, 1999, Vol. 6,

No. 25, page 2. Past separate targets for water utilities are gone. This decision by

S&P, together with the evidence on beta risk and Safety Ranks in Table 4,

provides support for using equity costs derived from data for samples of gas

utilities to make other estimates of the cost of equity for water utilities equal in risk

to those in the sample in Table 1.

I
Q- HAVE YOU ASSUMED THAT THE UTILITIES IN THE WATER AND

GAS UTILITIES SAMPLES REQUIRE THE SAME ROEs?

I
r

No. Even though current evidence indicates the utilities in my water utilities

sample and gas utilities sample have approximately the same level of risk, I reduce

the estimated equity costs for the gas utilities by 50 basis points, based on my

judgment, to provide a conservative adjustment for potential differences in risk of

the gas utilities' sample and the water utilities' sample.I
I Q, IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT

HAS TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND

FEDERAL WATER QUALITY STANDARDS?I
I
I
I
I

1

2

3

4

5

6

7

8

9

10

11 A.

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

Yes. Expected or unexpected requirements for additional capital spending means

water utilities have to request rate increases more often and seek larger percentage

increases in order to maintain fair rates of return. Regulatory procedures are

expensive, time consuming, increase uncertainty, and raise doubts in investor

minds that regulators will authorize high enough prices and/or price adjustment

mechanisms to enable the water utilities to earn fair rates of return. This increases

uncertainty about future returns and thus increases risk.

Also, investors may be concerned that regulators may delay inclusion of
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new plant in rate base or not allow part of the dollars invested to be recovered. If

such investments are challenged and there is any chance that the Commission will

disallow part of the dollars invested or will delay recovery of the costs of those

investments, risk increases. From an investor's point of view, it is the potential for

such disallowances and delays in setting new rates that increases risk. If additional

investments were never required, there would be no potential disallowances,

delays or possible exclusions and thus investor concerns would never arise and risk

would not increase. With the need for increased investments, uncertainty arises

and the risk increases.

I Q- HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS

on THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES?I
I
I

Yes, I have. In the past, I conducted a study of expected differences in bond costs

and common equity costs that faced utilities with different financing requirements.

I found that utilities with above average financing requirements required an ROE

that was approximately 80 basis points higher than was required by other utilities.

Higher financing requirements pushed up bond costs, too.

I Q- DOES UNCERTAINTY WITH RESPECT TO WEATHER INCREASE

I
I

I

RISK?

Yes. If it is too wet or if it is too dry, water utilities cannot expect to recover all of

their fixed costs. If it is too wet, sales of water decrease and fixed costs expected

to be collected in commodity charges are not received. If it is very dry, there may

be forced or voluntary conservation and reductions in supplies of water that reduce

potential sales. There is risk of unexpected cost increases and risk of full recovery

of fixed costs .

I

1

2

3

4

5

6

7

8

9

10

11

12 A .

13

14

15

16

17

18

19 A .

20

21

22

23

24

25 Q.

26

Is ARIZONA-AMERICAN MORE RISKY THAN THE WATER

UTILITIES IN THE SAMPLE YOU HAVE USED TO DETERMINE
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I

I EQUITY COSTS?

I
I

Yes. Arizona-American has a number of factors that makes it more risky. It is

more leveraged than the four water utilities in the sample, must make larger,

uncertain investments to meet a new federal arsenic requirement and operates in a

state where historic test years instead of future test years are used to set rates.

These factors increase Arizona-A1nerican's risk and required ROE.I
Q- WHAT Is THE IMPACT OF LEVERAGE ON RISK?

I
I
I

Leverage increases risk. It is often useful to categorize risks into business risk and

financial risk. The more debt a firm has, the more financial risk it has. Business

risk is not affected by the amount of leverage, but if a firm has more debt and less

equity than another firm with the same amount of business risk, the more

leveraged firm will be more risky.

I Q. DOES A FIRM'S COST OF EQUITY CHANGE WITH CHANGES IN

I
I

LEVERAGE?

Yes. Financial principles indicate unequivocally that if two firms have the same

level of business risk, the firm with more debt has a higher cost of equity. In past

cases, witnesses for Staff and RUCO have recognized this fundamental finance

principle.I
Q-

I
DOES ARIZONA-AMERICAN HAVE MORE LEVERAGE THAN THE

AVERAGE WATER UTILITY IN THE SAMPLE YOU HAVE ADOPTED

TO ESTIMATE DCF EQUITY COSTS?

I
I

Yes, it does. Table 1 shows Arizona-American's common equity ratio and the

average common equity ratio for the sample of water utilities I use to estimate the

cost of equity. Arizona-American is more highly leveraged.

I

1

2 A .

3

4

5

6

7

8 A .

9

10

11

12

13

14

15 A .

16

17

18

19

20

21

22 A.

23

24

25 Q.

26

HAVE YOU PREPARED A TABLE TO SHOW HOW THE COST OF

EQUITY INCREASES As LEVERAGE INCREASES?
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Yes. Table 5 shows how the cost of equity increases as leverage increases. Based

on finance theory, I have assumed the overall incremental cost of capital stays the

same if a water utility takes on more financial risk than the average water utility?

Arizona-American has an equity ratio of approximately 40% supporting its

operations. That 40% equity ratio compares to the average for the sample water

utilities of 50%. Table 5 indicates that with an equity ratio of 40% the cost of

equity for a water utility is expected to be 80 to 90 basis points higher than it is for

the average utility in the water utilities sample I use to determine DCF equityI
I

costs .

I
BASED ON A CONSIDERATION OF FINANCIAL RISK, DOES

ARIZONA-AMERICAN REQUIRE A HIGHER ROE THAN THE WATER

UTILITIES IN YOUR WATER UTILITIES SAMPLE?

I
I
I

Yes, it does. In past cases, Staff has recognized that additional financial risk

justifies a higher than average ROE. Table 5 shows that the additional financial

risk of Arizona-American justifies a risk premium of 80 to 90 basis points. To be

conservative, however, I recommend adding only 60 basis points to recognize

Arizona-American's additional financial risk.

I
I

PLEASE TURN TO YOUR COMMENTS ABOUT BUSINESS RISK. DOES

ARIZONA-AMERICAN HAVE LARGER AND MORE UNCERTAIN

INVESTMENT REQUIREMENTS THAN WATER UTILITIES NOT

OPERATING IN ARIZONA?

I A. A particular concern in Arizona is the federal government's revision of the

2 The basis for this theory goes back to Franco Modiliani and Merton Miller,

Yes .

I
I

1 A.

2

3

4

5

6

7

8

9

10 Q.

11

12

13 A .

14

15

16

17

18 Q .

19

20

21

22

23

24

25

26

"The Cost
of Capital, Corporation Finance, and the Theory o Investment," American Economic
Review, 48 No. 3 (June 1958), 261-297. Based on this theory, within a reasonable range
of common equity ratios, "leverage may not matter" and thus the incremental total cost of
capital will stay the same as. leverage increases but common e city costs will increase.
The analysis in Table 5 assumes any tax-savings benefits of debt are passed through to
ratepayers.
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arsenic drinking water standard from 50 PPB to 10 PPB. Arsenic is naturally

occurring and is very prevalent in the southwestern region of the United States.

From a risk standpoint, this new regulation will have a much greater impact on

water companies in Arizona than on water utilities operating in other parts of the

country where arsenic is not a major concern. The utilities in the water utilities

sample used to make the benchmark DCF equity cost estimates do not face the

same level of exposure to this risk as do companies in Arizona. Thus, this new

federal requirement increases Arizona-American's risk when compared to the

water utilities in Table l. With the more stringent arsenic requirement, Arizona-

American faces all of the risk that flows from having to make substantial new

investments to meet the EPA requirements. Above, I explained that when a utility

must make larger investments than other utilities, it becomes more risky.

Undoubtedly, Arizona-American will need to make relatively more investments to

meet the arsenic MCL than the utilities in Table l and thus it is more risky.

I DOES BUSINESS RISK INCREASE FOR OTHER REASONS?

I
I
I

Yes. Risk also increases because Arizona-American's rates are set based on an

historical test period, with limited post test period adjustments. However, rate

relief must be requested prior to investments being made, if the utility is to recover

all of its costs. If such investments and operating costs are not recognized for

Arizona-American because of a strict adherence to an historical test period, the

uncertainty of the Company making its authorized ROE will increase substantially.

I HAVE YOU ADJUSTED YOUR ESTIMATES OF EQUITY COSTS MADE

FOR UTILITIES IN YOUR WATER UTILITIES SAMPLE TO REFLECTI
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 Q.

16 A .

17

18

19

20

21

22 Q.

23

24

25 A.

26

ARIZONA-AMERICAN'S GREATER BUSINESS RISKS?

No, I have not. It is my understanding that Staff has refused to adjust

recommended ROEs to recognize that water utilities in Arizona have the added
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business risks I have identified above. Thus, to eliminate an issue and to be

conservative, I have not included a risk premium for such added business risks in

my recommended ROE.

I Q- DOES ARIZONA-AMERICAN REQUIRE A RISK PREMIUM ABOVE

EQUITY cosTs FOR WATER UTILITIES IN YOUR SAMPLE?

|
I

Yes. Considerations of financial risk alone justify an adder for Arizona-American

of more than 60 basis points and thus it is a conservative measure of the risk

premium that Arizona-American requires.

I Q-

I

DCF ANALYSES

DO YOU HAVE ANY GENERAL OBSERVATIONS ABOUT FINANCIAL

CONDITIONS AND FORECASTS THAT PROVIDE PERSPECTIVE

ABOUT THE COST OF EQUITY NOW FACED BY ARIZONA-

AMERICAN?I
I
I
I
I

Yes. Table 6 shows that, with the exception of 2000, interest rates for Baa

corporate bonds are forecasted to be higher than they were in every year since

1996. Although current yield for Baa bonds of 7.84% is within the range that

prevailed from 1996 to 2001, a consensus of institutional forecasts complied by

Blue Chip indicates Baa rates are expected to increase to 8.1% by early 2003 and

up to 8.2% in 2004. To the extent that changes in interest rates reflect changes in

costs of equity for Arizona-American, the Company's current cost of equity is no

lower today than it was during the last six years.

I Q- DO YOU HAVE ANY OTHER GENERAL OBSERVATIONS?

I
I

1

2

3

4

5

6 A .

7

8

9 v .

10

11
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14 A .

15

16

17

18

19

20

21

22

23 A.

24

25

26

Yes. As shown in Table 7, authorized ROEs for larger Arizona water, sewer and

gas utilities (prior to the ROE award for Arizona Water Company's Northern

Group in December 2001) fell in a range of 10.5% to 12.0% when Baa rates fell in

a range of 7.22% to 8.37%. Also during the period 1997 to 1999, when Baa rates
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I

WAIT A MINUTE. STAFF HAS ARGUED THAT AUTHORIZED ROEs

SHOULD BE SET AT LOWER RATES TODAY THAN IN THE PAST.

ARE THERE ANY GENERAL CHANGES IN CREDIT CONDITIONS

THAT INDICATE THE COST OF EQUITY Is LOWER TODAY THAN IN

THE PERIOD 1996 TO NCVEMBER 2001?

I
I
I
I

Q- PLEASE PROVIDE AN OVERVIEW OF YOUR APPROACH To THE

DETERMINATION OF DCF EQUITY COST ESTIMATES.

I

I

1 fell in a range of 7.22% to 7.88%, evidence supporting an appropriate ROE for

2 Paradise Valley Water (now Arizona-Ame1rican)3 Was presented, considered and

3 reconsidered, and the Commission authorized a ROE of 11%. The equity cost

4 estimates I present below are consistent with current and forecasted Baa rates

5 being the same or slightly higher than rates prevailing when the 11% ROE for

6 Paradise Valley Water was established and the 10.5% to 12.0% range of ROEs

7 shown in Table 7 were authorized for other Arizona water, sewer and gas utilities.

8 Q.

9

10

11

12

13 A. No. Interest rates are not lower. And, if anything, the stock market is more

14 volatile and more risky. Recent Staff recommendations to set authorized ROEs at

15 much lower levels than in the past arenot the result of changes in interest rates or a

16 reduction in the risk faced by Arizona utilities. Instead, they are the result of

17 changes in the methods, opinions and assumptions now being used by Staff to

18 estimate equity costs.

19

20

21 A. An ROE for Arizona-American that is fair to ratepayers, allows Arizona-American

22 to attract capital on reasonable terms, and maintain its financial integrity is

23 Arizona-American's cost of equity. As I explained above, that return should be

24 commensurate with returns investors expect to cam on investments of comparable

25 risk. To estimate that cost of equity, the analyst requires market data that reveal

26 Paradise Valley Water's name was changed in 2001 to Arizona-American.

I
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I
I

investors' required returns, but such data are not available for Arizona-American.

There is no "pure play" company that is perfectly comparable to Arizona-

American. The water utilities in Table l, however, provide the same service and

thus provide a useful starting point in the determination of Arizona-American's

cost of equity. As shown in Table 4, the utilities in the gas utilities sample used to

make additional equity cost estimates have beta risk and Safety Ranks comparable

to the sample water utilities and thus equity costs based on that gas utility sample

also provides another useful equity cost benchmark.

As explained above, Arizona-American is more risky than the sample water

utilities and gas utilities because it is more leveraged than the companies in Table

1. In this section of my testimony, I detemiine average equity costs for the two

utility samples based on the DCF model. I also provide a check on that range of

equity cost estimates by computing internal rates of return for Middlesex Water

and Connecticut Water Service that are consistent with market data and reasonable

expected premiums if  those utilit ies are acquired or in mergers. Arizona-

American's equity cost is higher than those benchmark estimates because it is

more risky and thus I add 60 basis points to those equity cost estimates to

determine the cost of equity for Arizona-American.

I
I
I
I
I

Q- PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST

OF EQUITY.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A.

22

23

24

25

26

The DCF model computes the cost of equity as the sum of an expected dividend

yield ("D1/P0") and expected dividend growth ("g"). The expected dividend yield

is computed as the ratio of next period's expected dividend ("D1") divided by the

current stock price ("PT"). Generally, the constant growth model is computed with

formula (1) or (2):

(1) Equity Cost = D0/P0 x (1 + g) + g
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I +

I

(2) Equity Cost -- D1/P0 g

where D0/Po is the current dividend yield and D1/P0 is found by increasing the

current yield by the growth rate. The DCF model is derived from the valuation

model shown in equation 3 below:

(3) D,/(1+k) + D2/(1+k)2 + .. + Dn/ll-9-kl"
9PT

or, alternatively,

(4) PT = D,/(1+k) + D2/(1+k)2 + E(P2)/(1+k)2
9

I where, if no premium price is expected,

(5) E(P2) = D3/(1+k) + D4/(l+k)2 + ... + Dn/(1+k)",

and where k is the cost of equity, n is a large number, P0 is the current stock price,

DI, Dz, ... Dr are the cash flows expected to be received in periods 1, 2, ...

respectively. In the case of an expected acquisition or merger, P2 is the price the

investor expects to receive at the end of the second period (be it cash or the value

n,

of securities offered in a merger).

I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 Q.

16

17

18 A .

19

20

21

22

23

24

25

26

DO YOU HAVE ANY SPECIAL CONCERNS WITH USING THE DCF

MODEL TO ESTIMATE EQUITY COSTS FOR WATER UTILITIES AT

THIS TIME?

Yes. If investors believe a water utility is a potential merger/acquisition candidate,

its stock price will increase to reflect the probability and value expected from the

merger/acquisition. Table 2 reports premiums investors have recently received or

expect to receive from mergers and acquisitions have been in a range of 35% to

59%. With reference to equation (4) above, if investors expect similar premiums

for a water utility, the current price (P0) will be bid up to reflect the expected price

from the acquisition, E(P2), instead of the stream of future cash flows shown in

equation (5). In such a situation, investors do not expect a simple pattern of

growth in cash Hows. Therefore, the constant growth DCF model no longer
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applies, and mechanical application of the constant growth DCF model will

understate the cost of equity.

GIVEN YOUR CONCERNS WITH MARKET PRICES FOR WATER

UTILITY STOCKS REFLECTING PUTENTIAL FUTURE PREMIUMS

FROM MERGERS, HOW HAVE YOU PROCEEDED IN THIS CASE?

Initially, I use data for the four water utilities in Table l and data for the gas

utilities in Table 3 to make DCF equity cost estimates with equation (2). Because

all water utilities may have prices somewhat biased upward as investors bid up

prices in anticipation of the next, currently unknown, acquisition offer, the DCF

equity cost estimate for the comparable risk gas utilities becomes very important in

my considerations. I also use equation (4) -.- which is essentially the DCF model

written in a different way -- to solve for the cost of equity ("k") as an internal rate

of return that equates the current price investors are willing to pay for Middlesex

Water and Connecticut Water Service with current dividends, initial and longer-

term estimates of dividend growth, and a range of premiums investors could

reasonably expect from future sales of those companies. As explained above, I

singled out Middlesex Water and Connecticut Water Service from the other water

utilities based on the relatively high price increases investors have paid for the

stocks of those companies in the last 3 years.

1

2

3 Q-

4

5

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20 Q.

21

22 A.

23

24

25

26

WHAT WATER UTILITY SAMPLE HAVE YOU USED TO MAKE YOUR

BENCHMARK DCF EQUITY COST ESTIMATES?

I use the sample composed of American States Water, California Water Service,

Philadelphia Suburban Corporation and SJW Corp. As stated, these four

companies are all of the water utilities relied upon by Staff in it estimates of DCF

equity costs in the Green Valley Water Company case in February 2002 that have

more than 60% of their revenues coming from water utility operations, are not
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1

2

currently involved in merger transactions and are not likely acquisition candidates.

My DCF equity cost range for this sample is reported in Table 13.

3 Q. HOW DID YOU COMPUTE CURRENT DIVIDEND YIELDS?

4 A.

5

6

7

8

9

The current dividend yield ("D0/P0") is computed as the average of the highest and

lowest dividend yields during two periods ending in July 2002. The value for D0 is

computed as the sum of the current indicated quarterly dividend and the three prior

quarterly dividends for each stock. The high and low prices used to compute the

dividend yields are found from data for the most recent 3-month and 12-month

periods. Estimates of current dividend yields (in equation 1, "DU/P0") are reported

in Table 8.10

11 Q- HOW DID YOU ESTIMATE GROWTH RATES?

12 A.

13

14

15

16

17

18

19

In estimating growth rates, I assume investors rely upon an average of analysts'

forecasts of future sustainable growth and forecasts of future EPS growth when

they form their opinions about future expected growth prospects. To the extent

that past DPS and EPS growth provide an indication of future growth prospects,

analysts take such past information into account when they form their forecasts of

the future.4 Once such growth estimates are made, investors buy or sell shares of

the stocks until the expected return from the dividend yields plus the growth

projections equal the investors' discount rate.

20 Q- WHAT DO YOU MEAN BY THE "INVESTORS' DISCOUNT RATE"?

21

22

23

24

25

4 This statement is consistent with an empirical study conducted by David A. Gordon,
Myron J. Gordon and Lawrence I. Gould "Choice Among Methods of Share Yield,"
Journal of Portfolio Management (Spring 1989), pp. 50-55. They found that a consensus
of analysts' forecasts of earnings per share for the next five years provides a more
accurate estimate of growth required in the DCF model than 3 different historical
measures of growth. They explain that this result makes sense because analysts would
take into account such past growth as indicators of future growth as well as any new
information. As a result, one should expect analysts' forecasts of growth to be superior
measures of growth required by the DCF model.

26
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By "investors" discount rate" I mean the discount rate that is relevant for the

particular stock for the investors who last bought and sold it.5 it is the discount

rate that will just make the present value of all expected future cash distributions to

those investors equal to the market price for a share of stock. That discount rate is

also the cost of equity. It is the discount rate where the supply of shares of the

stock equal the demand for shares of the stock.

Q- WHAT Is SUSTAINABLE GROWTH?

Sustainable growth is a useful indicator of DCF growth that can continue for a

relatively long future period of time. Generally, it is derived by combining

expected growth from future internal sources (retained earnings) and expected

future growth from external sources (sales of common stock above book value).

Q~ H A S  T H I S  M E A S U R E  O F  D C F  G R O W T H  B E E N  D I S C U S S E D  I N  T H E

F I N A N C E  L I T E R A T U R E ?

Yes, it has. Myron Gordon is sometimes called the father of the DCF model. In

his 1974 book,6 Gordon explains that sustainable growth can be expected to come

from two sources: from retained earnings ("BR" growth) and from sales of

common stock when prices exceed book value ("VS" growth) in the following

fionnula:

g = BR + VS,

where

g

1 A .

2

3

4

5

6

7

8 A .

9

10

11

12

13

1 4  A .

15

16

17

18

19

20

21

22

23

24

25

26

B

sustainable growth,

the retention ratio,7

5 These investors are called the "marital" investors. Other investors, not on the margin,
ma have hi her discount rates and t us do not buy the stock or lower discount rates andy . g . 1 . .
thus retain their positions in the stock.

6 M. J. Gordon, The Cost of Capital to a Public Utility (Michigan State University, 1974).

7 The retention ratio is computed as (l - the ratio of dividends divided by earnings).
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I
the expected rate of return on common equity,

1 - (book value/market value), and

R

V

S

I

Q- HOW DO YOU ESTIMATE EXPECTED BR GROWTH?

I
I

1

2

3 the fraction of new common equity investors expect a water utility to

4 raise from selling more common stock.

5 Gordon explains why VS growth can be expected when market prices exceed book

6 value but why VS growth is not expected to come into play when market prices are

7 below book values.

8

9 A. It is investors' expectations of what the retention ratio ("B") and the expected

10 return on common equity ("R") will be in the future which determine this portion

11 of expected sustainable growth. Multiplying B times R gives the estimate of future

12 sustainable growth from retained earnings. Investors look for measures of future

13 growth when pricing stocks. I have used Value Line projections of future returns

14 on equity, future dividends per share and future earnings per share to make the

15 forecasts of BR growth when they were available. This information is probably the

16 most widely available source of forecasted earnings and retention ratios available

17 to investors. For SJW Corp, 1 have based my estimate of BR growth on an average

18 of historical data because Value Line forecasts are not available. The estimates of

19 BR growth for each of the sample water utilities and the sample average are

20 reported in Table 9.

21

22

23 A. Yes. My estimates of VS growth for the sample of water utilities are presented in

24 Table 10. Water utilities in the sample have sold stock at prices in excess of book

25 8 The averages are based on past DPS, EPS and ROEs for the period 1996 to 2000.
Retention ratios assume past roth in DPS and EPS continues for five years to be

26 comparable with the estimates f the other water utilities.

Q- HAVE YOU ESTIMATED vs GROWTH FOR THE SAMPLE WATER

UTILITIES?
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value in recent years and have thus achieved VS growth. Knowledgeable investors

would expect such VS growth in the fuMe. Past history and available forecasts

indicate investors expect the water utilities in the sample to issue more shares of

stock over time. Thus, there will be a positive "S" in VS growth. Also, the

average current market-to-book ratio for the sample of water utility stocks is

approximately 2.0. Unless stock prices drop to less than half of their current

values, there will be a positive "V" for the foreseeable future.

I
I
I
I Q- IN THE GREEN VALLEY WATER CASE, STAFF ARGUED THAT THE

FINANCIAL IMPLICATIONS OF A MARKET-TO-BOOK RATIO

GREATER THAN 1.0 Is THAT INVESTORS EXPECT THE SAMPLE

WATER UTILITIES TO EARN BOOK RETURNS ON EQUITY GREATER

THAN THEIR COST OF EQUITY. DO YOU AGREE?

I

I

1

2

3

4

5

6

7

8

9

10

11

12

13 A .

14

15

16

17

18

19

20

21

22

23

24

25

26

No. There are a number of reasons investors may bid up market prices for stocks

above book values other than an expectation that a water utility will earn more

than its cost of equity. In testimony presented before the Oregon Public Utilities

Commission, Mr. John Thornton, who is now the Commission's Chief of the

Accounting and Rates Section, listed the following six reasons: (1) public utility

commissions do not issues orders simultaneously in all jurisdictions, (2) not all of

a company's earnings are regulated, (3) regulatory expenses, revenue and rate base

adjustments may cause accounting returns to differ from those calculated on a rate

case basis, (4) actual sales do not equal sales assumed in a rate case, (5) market

expected ROEs change frequently while rate-case authorized ROEs do not, and (6)

regulated subsidiaries constitute only a piece of a holding company pie.9 While l

agree with Mr. Thornton that those six factors may explain a market price being

9 Testimony filed by agency staff in Oregon Public Utility Commission case UM 903,
dated November 9, 1998.
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above book value even if investors expect the water utility to earn no more than its

cost of equity, there are at least four more obvious reasons.

I
I
I
I
I

Q- WHAT Is THE SEVENTH REASON?

As discussed above, the Arizona Constitution and decisions by the Arizona courts

require rates and revenue requirements to be based on the fair value of the utility's

property at the time of inquiry, not an OCRB. Thus, it is clear that in Arizona, at

least, investors should expect that market prices for shares of common stock for

utilities that have a FVRB that is larger than the OCRB to exceed book values

even if the utility is earning no more than its cost of equity.

I
I
I
I

Q. LET'S TURN TO COMMON STOCKS IN YOUR SAMPLE THAT DO NOT

PRIMARILY OPERATE IN ARIZONA. WHAT ABOUT THEM?

I

There are least three other reasons that market prices will exceed book values even

in states where OCRB is the basis for regulation. The eighth is based on the

concept of opportunity cost. Table ll shows earned ROEs, authorized ROES and

market-to-book ratios for companies C. A. Turner included in its water utility

category and market-to-book ratios for 721 industrial companies in what Value

Line calls its Industrial Composite. This table shows that the level of market-to-

book ratios for industrial companies provides another explanation why market-to-

book ratios for water utilities exceed 1.0 even though water utilities have, on

average, earned less than their costs of equity. Quite simply, as the composite

market-to-book ratio for industrial companies has increased, so has the market-to-

book ratio for water utilities, but by less. Investors take into account alternative

returns that can be made from investing in indusial stocks, i.e., opportunity costs,

as well as ROEs earned by water utilities.I
I

1

2

3

4 A.

5

6

7

8

9

10

11

12 A .

13

14

15

16

17

18

19

20

21

22

23

24

25

26 A.

Q- WHAT Is THE NINTH REASON?

It is that investors may expect a city or some other public entity to condemn all or
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I
I
I
I
I
I

Q- WHAT Is THE TENTH REASON?

I
I
I
I
I
I
I
I

1 part of a water utility and that the public entity will be required by a court to pay

2 the utility the fair market value for it. Water utilities typically have assets that

3 have a value based on reproduction cost new that exceed book value. I have

4 testified on the value of water utility properties and electric utility properties in

5 various court cases in California, Utah and Oregon. Based on my experience, in

6 situations where only a portion of the utility is being condemned, valuations based

7 on both reproduction cost new less depreciation and the income approach indicate

8 utility property has a value well in excess of book value. Investors would be aware

9 that courts can be expected to award potential condemnation values well in excess

10 of book values even if the utility earns no more than its cost of equity.

11

12 A. The tenth reason is based on investors recognizing merger and acquisition prices

13 reported in Table 2, that have been well above book values, can be expected if the

14 water utility is acquired. Three years ago, Value Line advised investors that those

15 acquisition prices could be as much as four times book value.'° With such

16 anticipated sale prices well above book values, a water utility would also be priced

17 above book value even if the water utility made no more than its cost of equity.

18 Naive arithmetic models may suggest market prices would not be above

19 book values unless investors expected water utilities to earn more than their costs

20 of equity. The ten reasons listed above explain why one should not be surprised to

21 find market prices exceed book values. Such naive models are too simple to

22 explain all of the things of importance to investors and why it is reasonable to

23 expect a positive value for "V" even if water utilities are expected to earn no more

24 than their costs of equity. If mechanically applied, such models would place

25 10 Value Line said, "Investors who hold shares of an acquisition target are poised to profit
handsomely, since some purchases have been for as much as four times book value."
Value Line Investment Survey,August 6, 1999, page 1405 (copy attached).26
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I
I
I utilities at a disadvantage in competing for investment capital with industn'als and

other unregulated companies, whose stock trades well above book value.

I IF YOU DID NOT INCLUDE AN ESTIMATE OF vs GRUWTH IN YOUR

ESTIMATES OF SUSTAINABLE GROWTH, WOULD YOU HAVE TO

ADJUST YOUR EQUITY COST ESTIMATES?

I
I
I

I
I

Yes. If the sample water utilities are expected to issue more shares of common

stock in the future (i.e., "S" is expected to be positive), but VS growth is excluded

by the analyst, the exclusion of VS growth implies a hypothetical market price

equal to book value and thus the value for "V" would be zero. But if such a

hypothetical stock price is assumed for the sample water utilities, for consistency,

the hypothetical price should also be assumed to be equal to book value to

compute dividend yields. In that case, the hypothetical stock price would be lower

and the dividend yield would have to double. This increase in average dividend

yield (of about 350 basis points) would more than offset the elimination of VS

growth (of approximately 130 basis points). Therefore, if consistent assumptions

are made and only BR growth is recognized in the DCF analysis for water utilities,

the implied average cost of equity increases by more than 200 basis points.

Q. DO YOU ADVOCATE USING SUCH HYPOTHETICAL PRICES IN THE

DCF ANALYSIS?

I
I
I

No. A market-based cost of equity estimate should recognize VS growth and real

market prices. The evidence indicates that investors can realistically expect both

V and S to be positive, and thus stock prices (and dividend yields) already reflect

expected VS growth. If investors expect VS growth for the water utilities sample

and it is not recognized by the analyst, the analyst's estimate of the cost of equity

will be biased downward.I

1

2

3 Q.

4

5

5 A.

7

8
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20 A.
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26 Q. SHOULD THE COMMISSION RECOGNIZE vs  GROW TH EVEN IF
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I
I
I ARIZONA-AMERICAN DOES NOT PLAN TO ISSUES SHARES OF

COMMON STOCK TO THE PUBLIC?

I
I
I
I

Yes. VS growth is part of the growth investors could reasonably expect for the

water utilities' sample being used to estimate the equity cost, it has nothing to do

with whether Arizona-American does or does not issue shares of common stock.

I f investors expect VS growth for the water utilities sample and it is not recognized

in the estimate of sustainable growth, the cost of equity for the sample water

utilities will be understated. The inclusion of VS growth is required to obtain a

correct estimate of the cost of equity.

I WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

I Combining the evidence on expected VS and BR growth rates, the estimate of total

sustainable growth is 7.4%. That value is developed in Table 9.

Q- ARE THERE OTHER INDICATORS OF FUTURE GROWTH THAT

INVESTORS MAY RELY UPON WHEN PRICING SHARES OF WATER

UTILITY COMMON STOCKS?

I
I
I
I
I

1

2

3 A .

4
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6

7

8

9

10 Q.

11 A .

12

13

14

15

16 A.

17

18

19

20

21

22

23

24

25

26

Yes. Other estimates of forward-looking growth available to investors are

analysts' forecasts of future EPS growth. Table 12 shows estimates of future EPS

growth rates reported by First Call for American States Water and Philadelphia

Suburban as well as the analysts' average forecast for the water utility industry.

There are few analysts that follow water utility stocks, and even if  there is a

reported five-year EPS forecast, it may be one made by a single analyst and thus is

not a consensus forecast. As a result, I have relied upon the industry average

forecast reported by First Call in my analysis instead of the limited data for the

companies. I have also considered Value Line's forecasts of EPS growth for the

water utilities for which those forecasts are available. The average of analysts'

forecasts and Value Line forecasts is 7.1% at this time, which is close to my 7.4%
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I
I
I estimate of sustainable growth.

I
Q~ HOW DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS

AND ESTIMATED FUTURE GROWTH To MAKE YOUR DCF

ESTIMATE?I
I
I
I

I

I adopted an average of my estimate of sustainable growth and analysts' forecasts

of growth to determine an overall average growth of 7.2%. I then used the

constant growth DCF model specified in equation (1) to compute the DCF equity

cost range for the water utilities sample. Table 13 shows the application of this

specification of the DCF model to determine the estimated equity cost of 11.1%

for the water utilities sample.

This estimate of the cost of equity for the water utilities sample, however,

understates Arizona-American's equity cost. As explained above, Arizona-

American is more leveraged and thus its cost of equity is at least 60 basis points

higher than the cost of equity for the typical water util ity in the sample.

Recognizing the premium for this added risk, the information for the sample water

utilities indicates the cost of equity for Arizona-American is 1 l.7%.

I
I Q. DID YOU DEVELOP A SECOND ESTIMATE OF THE COST OF EQUITY

WITH THE DCF MODEL?I
I
|
I
I

1

2
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5 A.
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19 A.
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25

26

Yes. Another benchmark DCF estimate of the cost of equity was derived from

similar data and a comparable analysis for the sample of gas utilities in Table 3.

Table 4 shows the average gas utility in that sample has approximately the same

risk as the average utility in the water utilities sample. The utilities in the gas

utilities sample are all of the gas utilities relied upon by Staff to determine equity

costs in the Black Mountain Gas Company rate case, Docket No. G-03703A-0l-

0263, that have at least 60% of their revenues from gas operations (as reported by

C. A. Turner Utility Reports), are not being investigated for fraud, are not a gas
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I

I producer and have at least one bond rating of A or better published by Moody's or

S&P. To be conservative, I reduce the equity costs for the gas utilities sample by

50 basis points to determine another estimate of the required ROE for a water

utility of risk comparable to the water utilities sample. I then add 60 basis points

to the adjusted equity cost estimate to determine another equity cost estimate for

Arizona-American.

I
l
I
I

Q- WHERE DID YOU CALCULATE DIVIDEND YIELDS FOR THE GAS

UTILITIES SAMPLE?

Table 14 shows the calculation of current dividend yields for the three-month and

the twelve-month periods ending in July 2002 .

Q- WHAT Is SHOWN IN TABLE 15?

Table 15 shows my calculations of BR growth based on Value Line forecasts for

utilities in the gas utilities sample, VS growth and average sustainable growth. I

used the same method to compute BR growth for the gas utilities that I used to

compute BR growth for the utilities in the water utilities sample.

Q. WHERE DID YOU DEVELOP THE ESTIMATES OF vs GRO H?

In Table 16. Because the gas utilities are not expected to issue as many shares of

common stock as the utilities in the water utilities sample and have lower market-

to-book ratios, the estimated VS growth is smaller than it is for the water utilities.

Q- WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

5.9%. That growth rate for the gas utilities is developed in Table 15.

1

2

3

4

5

6

7

8

9 A .
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12 A.
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17 A .
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19
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21 A.
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23

24 A.

25

26

Q- HAVE YOU ALSO EXAMINED ANALYSTS' FORECASTS OF FUTURE

EPS GROWTH?

Yes, I have. Analysts' forecasts of EPS growth for the next five years are

available to investors from a number of sources. Table 17 shows averages of

analysts' forecasts as reported by First Call as well as forecasts published by

I
I
I
I
I
I
I
I
I
I
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I

I Value Line. The average of those forecasts is 6.4%.

Q. WHERE DO YOU REPORT THE RESULTS OF YOUR DCF ANALYSIS

FOR THE GAS UTILITIES?

I

I

Table 18 reports the results of the DCF analysis for the gas utilities sample. In

making these estimates, I have adopted a growth rate of 6.1%, the average of the

estimates of sustainable growth and analysts' forecasts of growth. To determine

the equity cost that is a proxy for the cost of equity of the water utilities sample, I

reduced the equity cost estimates shown in Table 18 by 50 basis points, but then

add 60 basis points to reflect the higher financial risk of Arizona-American. These

data indicate that Arizona-American has an equity cost that falls in a range of

12.0% to l2.l%.

I
PLEASE TURN TO YOUR ANALYSIS OF EQUITY COSTS FOR

MIDDLESEX WATER AND CONNECTICUT WATER SERVICE. WHY

ARE YOU CONCERNED ABOUT INCLUDING THEM IN THE SAMPLE

YOU USE TO ESTIMATE EQUITY COSTS WITH A STANDARD DCF

MODEL?

I
I
I

In

|
I

1
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4 A.
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12 Q.

13

14
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17 A .

18

19

20
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24

25

26

I am concerned because a standard version of the constant growth DCF model

produces implausible equity cost estimates. The estimates are implausible because

they are below the cost of investment grade bonds. This can be seen by calculating

equity costs for them with data previously presented by Staff in the Green Valley

Water Company rate case. that case, Staff estimated these companies would

have approximately 4% growth. Table 19 shows the range of prices paid for

shares of Connecticut Water Service and Middlesex Water during the last three

months. With average dividend yields of 3.28% and 3.84%, the constant growth

DCF model would indicate the equity cost for those companies would fall in a

range of 7.4% to 8.0%. Such an equity cost range is not credible when the market
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I

I cost of investment grade bonds is currently 7.84% and is expected to rise to 8.2%.

See Table 6. Obviously, something else must be going on in the minds of

investors. Risk adverse investors would not bid up stock prices so high that they

expect a return from common stocks that is about the same as the return on lower

risk bonds .

I
I

Q. WHAT DID YOU DO?

I
I

I
I
I

I used a different approach to estimate a range of equity costs for Middlesex Water

and Connecticut Water Service based on evidence that indicates their stock prices

include an anticipated stock price premium resulting from either a future merger or

being acquired. Table 2 shows that from 1999 to the present, there have been a

number of mergers and acquisitions in which investors have received premiums of

between 35% and 59% at the time the merger/acquisit ion were concluded.

Between December 1998 and December 2001, re-invested remens for American

Water Works, American States Water, California Water and Philadelphia

Suburban increased by 32.3%. During that same period, Middlesex Water's

common shares provided a re-invested return of 59% and Connecticut Water

Service shares provided a re-invested return of 89%, increases that were 20% and

39%, respectively, higher than the average increases for other water utilities. The

obvious explanation for the above-average increases in common stock prices for

Connecticut Water Service and Middlesex Water is that investors expect them to

be acquired at a premium or receive favorable compensation from a merger similar

to those premiums received by the water utilities listed in Table 2.

Q- Is IT REASONABLE FOR INVESTORS TO EXPECT SUCH PREMIUMS?

I

1

2

3

4

5

6

7 A .

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24 A.

25

26

Yes. As mentioned above, three years ago Value Line advised investors that

owners of water utilities that were acquired could receive premiums of as much as

four times book value. Value Line Investment Survey, August 6, 1999, page 1405
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1

I

(copy attached). More recently, Value Line has pointed out on numerous occasions

that the smaller water utilities are logical merger/acquisition candidates and that

such mergers are justified by potential cost savings, obtaining more customers and

greater geographical diversity. The cost savings are expected from economies of

scale, synergies and lower costs of financing that are available to larger finns. See

Value Line Investment Survey, May 3, 2002, page 1420 (copy attached).

Q- HOW DID YOU ESTIMATE THE RANGE OF EQUITY COSTS FOR THE

TWO WATER UTILITIES?I

I

I based my estimates on the version of  the DCF model I have identif ied as

equation (4) above and assumed investors expect to receive a premium price when

the stock is sold. I compute that premium price by increasing the price that would

be computed with equation (5) by a potential range in premiums investors could

expect based on past premiums reported in Table 2. In order to determine the

equity cost, I solve for the internal rate of return that makes the expected cash

flows on the right-hand side of equation (4) equal to the price investors are willing

to pay today, P0 on the led-hand side of equation (4).

Q- WHAT is SHOWN IN TABLE 19?

I
I
I

To avoid potential bias by choosing a "spot" price and to avoid potential criticism

by using an average price, I have computed the equity cost estimates assuming the

current price (PO) is either the highest or the lowest price during the last three

months. Table 19 also shows the price that would be paid to buy one share of

stock of each company at the highest and the lowest prices during the last 3

months and the dividends received from the two shares.

2

3

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18 A .

19

20

21

22

23

24 Q.

25 A.

26

WHAT Is SHOWN IN TABLE 20?

Table 20 shows the results of my internal rate of return analysis. I do not know

exactly what premiums investors expect to receive when and if the stocks are

I
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acquired or the Company's merge and thus have made my analysis with ranges of

premiums and ranges of time in which the acquisition/merger is expected to occur.

I have assumed investors expect to receive a premium within the range of

premiums shown in Table 2 that owners of other water utilities received. I have

also assumed the acquisition/merger is expected to occur between two and three

years into the future.

Q- WHAT GROWTH RATES HAVE YOU ASSUMED?

I

There are no widely-available forecasts of DPS growth for either water utility.

Thus, for this analysis, I assume Middlesex Water and Connecticut Water Service

initially achieve the projected DPS growth Staff relied upon in the Green Valley

Water Company case, as reported in Staff Schedule JMR-4, and fUrther assume

that rate of growth continues until the time of the merger. For the terminal growth

rate, I assume investors expect these utilities to realize the forecasted industry

average growth in EPS of 6.75% provided by First Call and reported in my Table

12.

1

2

3

4

5

6

7

8 A .

9

10

l l

12

13

14

15

16 Q.

17

18 A .

19

20

21

22

23

24

25

26

GOING FROM LEFT TO RIGHT, PLEASE EXPLAIN EACH ENTRY ON

THE FIRST LINE OF TABLE 20.

The first entry is the assumed initial growth in DPS of 3.13%, the projected DPS

growth rate Staff relied upon in the Green Valley Water Company case. The

second entry is the terminal growth of 6.75%. It is used to determine the terminal

price of the stock (see equation (5) above) that would occur if investors did not

expect a premium when the stock is sold. The third entry of 35% is the smallest

premium from Table 2. The fourth entry is the current dividend, in terms of the

DCF models presented above, it is Do. Because I have assumed one share of each

stock is owned at the beginning of the period, the combined dividend is $1.64.

The fifth entry is the number of years assumed before the merger or acquisition, in
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I

this case a three-year period. The sixth entry is the outlay made at the start of the

period to buy one share of each stock. Entries 7, 8 and 9 are the positive cash

Hows investors would expect to receive with the various assumptions. To be

conservative, all cash flows are assumed to be received at the end of the years.

The final cash flow includes dividends for the year as well as the sale of the stock

at a 35% premium over what the price would have been if investors did not expect

to sell it at a premium. The final two entries are estimates of the cost of equity.

The first of the two is a trial equity cost value that I adjusted until it equaled the

internal rate of return computed from the indicated cash flows.

WHAT DO YOU CONCLUDE FROM YOUR INTERNAL RATE OF

RETURN ANALYSIS?

I conclude that if investors expect premiums from the sale of these stocks that fall

within the range of premiums received in recent past mergers and acquisitions, and

if those investors also expect growth in dividends that I assumed, the average

equity cost for Middlesex Water and Connecticut Water Service falls in a range of

10.4% to 13.2%. These values, of course, depend upon the assumptions being

made. While I think the assumptions I have made are reasonable and consistent

with available evidence, I do not give this analysis the same weight I give my DCF

equity cost estimates. I do note, however, that my estimated DCF equity cost

range for the water utilities sample of 11.1% to 11.5% falls well within the range

of 10.4% to 13.2% and thus this evidence on the cost of equity for Middlesex

Water and Connecticut Water Service i s not inconsistent with my other DCF

estimates.

1

2

3

4

5

6

7

8

9

10 Q.

11

12 A.

13

14

15

16

17

18

19

20

21

22

23

24 VI.

25 Q.

26

RISK PREMIUM AND CAPM ANALYSES

DOES COMMON STOCK REQUIRE A RISK PREMIUM WHEN

COMPARED To BONDS?
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Yes. There are legal, theoretical and empirical reasons common stock requires a

higher return than bonds. Debt payments take precedent over distributions to

common stock holders and thus a positive risk premium is expected when

detennining Arizona-American's cost of equity. Such a risk premium combined

with a forward-looking estimate of the cost of debt provides the basis for a risk

premium estimate of the cost of equity.

Q- DO YOU EXPECT RISK PREMIUMS TO BE CONSTANT?

No. The theoretical work of Gordon and Halpern," and numerous empirical

smdies, including a 1989 study by the staff of the Oregon Public Util ity

Commission, a 1993 study by the staff of the Virginia State Corporation

Commission, and a 1997 decision of the California Public Utilities Commission

indicate that changes in the cost of equity, while moving in the same direction as

changes in interest rates, are generally smaller than associated changes in interest

rates. Thus, risk premiums change in the opposite direction to changes in interest

rates. In  the past ,  I  have conducted empir ica l  s tud ies for gas u t i l i t ies,

telecommunications companies, and electric utilities which corroborate the Gordon

and Halpern theory.

Q» HOW IS THE BALANCE OF THIS SECTION OF YOUR TESTIMONY

ORGANIZED?

1 A.

2

3

4

5

6

7

8 A.

9

10

11
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13

14

15

16

17

18

19

20 A.

21

22

23

24

25

26

I present three equity cost estimates that were made with the risk premium

approach. These approaches are based on the assumption that risk premiums

which have occurred in the past can be expected to continue into the future. Also,

to be complete and provide perspective, I present an estimate of the cost of equity

made with the CAPM that is based on updates of methods Staff has used in the

11 "Bond Share Yield Spreads UNder Uncertain Inflation," American Economic Review,
66 4 (September 1976) 559-565.
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past to implement the model.

PLEASE EXPLAIN YOUR FIRST RISK PREMIUM ANALYSIS.

The first analysis is presented in Table 21. Initially, I combined data on past

returns earned by water utilities" and Baa corporate bond rates to determine the

past relationship between interest rates and realized returns for water utilities.

Panel A of Table 21 shows that realized ROEs for water utilities have decreased

less than yields on Baa corporate bonds.

Next, in this study and the second risk premium study, I assumed that ROEs

authorized by regulatory commissions provide, on average, unbiased estimates of

the cost of equity facing the utilities at different points in time. Every commission

decision will not provide every utility its cost of equity, but given the goals and

responsibilities of regulatory commissions, one should expect that, on average, the

cost of equity is awarded and thus the various commission determinations provide

an unbiased source of data to conduct the risk premium analysis. In Federal

Energy Regulatory Commission Docket No. ER93-465-000, et al., the Financial

Analysis Branch of  FERC also adopted , state regulatory commission

determinations of authorized ROEs to determine risk premiums for their cost of

1

2 Q-
3 A.

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

equity analysis.

Data shown in Table 11 indicate that, on average, water utilities have

earned 88 basis points less than their authorized ROEs during the period 1991-

2001. For the analysis in Table 21, I made the conservative assumption that, on

average,costs of equity equal authorized ROEs and are 40 basis points higher than

realized ROES to compute the risk premiums.

Panel A shows that when Baa corporate bond rates dropped by 83 basis

12 The data were compiled by the Water and Natural Gas Branch of the California Public
Utilities Commisslon and are reported in Table 2-4 of its report in Application Ol-10-028,
dated March 2002.
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2
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8
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Q-

12

13

14 A.

15

16

17

18

19

20

21

22

23

points, ROEs dropped by 30 basis points and risk premiums increased by 53 basis

points. In relative terms, those changes mean that for every 100 basis point

decrease in the Baa bond rate," the risk premium has increased by 64 basis points.

Panel B of Table 20 takes the data for water utilities developed in Panel A

and combines it with a range of consensus forecasts of the Baa bond rates

compiled by Blue Chip in June 2002 for the period 2003 to 2004 to compute a

forecasted range of equity costs for a typical water utility. That range of

forecasted future Baa corporate bond rates combined with the past relationship

between Baa corporate rates and water utility ROEs indicates an estimated equity

cost of ll.4%. In July 2002, as reported in Table 6, the actual Baa/BBB utility

bond rate was 7.84%. With that current Baa/BBB bond rate, the indicated cost of

equity for a typical water utility is ll.3%.

PLEASE EXPLAIN YOUR SECOND RISK PREMIUM ANALYSIS.

A second risk premium analysis was made using data for gas distribution utilities.

As in the prior study, ROEs authorized by regulatory commissions for different

utilities at different points in time are assumed to equal, on average, the respective

costs of equity. My analysis was made with the following model:

RPt - A0 + (Al X Baa, L

where RP, is the risk premium computed by subtracting the measure of the interest

rate (Baa corporate bond rate) from the authorized ROE for the particular

commission decision, and AT and A, are the parameters estimated with a statistical

regression. If - as expected .- risk premiums increase when interest rates fall, the

estimated slope (i.e., AL) will be negative.

The results of the regression are shown in Table 22. I used data for 45424

25

26

13 For the last 25 years and 15 years, S&P's average BBB corporate bond rates have been
virtually the same as yields on Moody's Baa utility bonds, thus I use the term "Baa bond
rates" interchangeably.
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I

different litigated decisions during the period 1982 to 2002 to establish a database

for this analysis. The -.51 value for the "slope (A1)" coefficient means that as Baa

corporate bond rates fall, the risk premium goes up. The large t-statistic of -51.4

provides statistical support for a conclusion that risk premiums vary inversely with

interest rates. The regression result also indicates costs of equity for gas utilities

move in the same direction as changes in interest rates but change approximately

half as much as the cost of Baa bonds.

The results in Table 22 are used to estimate the range in which the cost of

equity for a typical water utility falls at this time. In making that estimate, as

before, I assumed that the cost of equity for a typical water utility is 50 basis points

less than the cost of equity for the typical gas utility. After removing 50 basis

points, the evidence in Table 22 indicates an equity cost range of 10.9% to 11.0%

for the water utilities sample. This evidence is used to estimate Arizona-

American's cost of equity by adding 60 basis points to the estimate of the cost of

equity for the water utilities sample to account for Arizona-American's additional

financial risk. That calculation indicates Arizona-American has a cost of equity

that falls in a range of 11.5% to 11.6%.
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26

Q- PLEASE DISCUSS YOUR THIRD RISK PREMIUM ANALYSIS?

My third risk premium estimate is made from historical data on actual returns for

Moody's gas distribution utility stock index and Baa corporate bond rates for the

period 1954 to 2000 displayed in Table 23. In this analysis, I recognized that

while realized risk premiums over short periods may differ substantially from

investor expectations, over a long period such as 1954 to 2000, the average

difference between realized premiums and expected premiums is expected to

converge. Thus, the average of annual total market returns on the gas utility stock

index less the yield on Baa corporate bonds for the period provide data to derive an
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1

2

3

4

5

I 6

7

8

estimate of the average risk premium investors have demanded in the past.

Assuming investors require the same risk premium in the future as in the past, with

a forecasted range of 8.1% to 8.2% for Baa corporate bonds, the estimate of the

cost of equity for a typical gas distribution utility falls in the range of 11.8% to

11.9%. Again assuming a conservative 50 basis point difference between the

required ROE for gas and water utilities, the indicated cost of equity for a typical

large water utility falls in the range of 11.3% to 11.4% and Arizona-American's

equity cost falls in a range of 1 1.9% to 12.0%.

9 Q- How DID YOU CONDUCT YOUR CAPM ANALYSIS?

10 A.

11

12

13

14

15

16

17

18

19

The capital asset pricing model is written as:

Equity cost= RF + B x  MRP,

where RF, [3 and MRP are discussed below.

There are a number of different ways to implement the CAPM. To be

conservative and to reduce controversy, I have implemented the model as was

done by Staff in the Green Valley Water Company rate case, with one exception.

The exception is my choice of a long-tenn Treasury security as the measure of the

"RF", the risk-free asset (i.e., an asset with a beta of zero). Staff adopted

intermediate-tenn Treasury securities as its measure of RF.14 The current yield, as

of July 25, 2002, on long-term Treasury bonds of 5.3% is adopted as the expected

20

21

22

23

24

25

14 Results of empirical studies of the CAPM and modification of the assumptions of the
original (Sharpe-Lintner) CAPM both indicate the required return for the zero beta asset
is higher than the yield on long-term Treasury securities and even higher than the return
on intermediate-term Treasury notes or Treasury bills. The empirical results mean that
equity costs for low beta stocks (such as most utility stocks) will be under-estimated if an
asset with a relatively low return is adopted as the zero-beta asset. To be conservative, I
have adopted the return for the Treasury security with the highest published return. It
should be recognized, however, that my choice will bias downward equity cost estimates
for low beta stocks and thus my CAPM estimates are conservative. Staff's choice of an
intermediate-term Treasury security return as the measure of RF will be even further
biased downward than my estimates.

26
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I
I return for that long-term Treasury bond.

Q~ WHAT DO YOU ADOPT As YOUR ESTIMATE OF p?

A.

I

I

Staff s implementation of CAPM requires an estimate of [3, the beta-risk of the

typical water utility at issue. I have adopted an average of the betas reported by

Value Line in its Standard Edition for American States, California Water and

Philadelphia Suburban as my estimate of beta risk. These betas are widely

available and would be known by investors. They are reported in Table 4. An

average of these beta estimates is .62.15

1

2

3

4

5

6

7

8

9

10

Q- WHY HAVEN'T YOU CONSIDERED BETA ESTIMATES FOR THE

WATER UTILITIES IN VALUE LINE'S SMALL AND MID-CAP

EDITION?11

12 A.

13

14

15

16

17

I 18

19

20

21

Value Line publishes betas for Connecticut Water Service, Middlesex Water and

SJW Corp in its Small and Mid-Cap Edition (formerly theExpanded Edition). The

academic literature indicates, however, that those beta estimates will be biased

downward because they are estimated with weekly data. Smaller companies

typically have stocks that are not traded as often as larger stocks. Richard Roll

concluded, "trading infrequency seems to be a powerful cause of bias in [beta] risk

assessments with short-interval data. Rather severe bias is induced in daily data

and the bias is still large and significant with returns measured over intervals as

long as one n1onth.'6 Ibbotson Associates have reached the same conclusion and

have explained that for relatively small, thinly-traded stocks - such as Connecticut

22

23
15 The approach taken here recognizes that Value Line betas are probably the most widely
available estimates of betas available to investors. To the extent that investors consider
betas when pnclng common stocks, it is assumed that thls source of data is relied upon.

24

I
I
I 25

16 Richard Roll, "A Possible Explanation of the Small Firm Effect," October, 1980,
unpublished manuscript, Graduate School of Management University of California Los
Angeles.

26
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I
Q- HOW DID YOU ESTIMATE THE EXPECTED MARKET RISK

PREMIUM?

I

I
Q. WHAT Is YGUR ESTIMATED CAPM RANGE?

I
I
I

1 Water Service, Middlesex Water and SJW Corp -.- superior estimates of betas can

2 be made with annual data instead of weekly data used by Value Line." Based on

3 this expected bias, I have excluded beta estimates for these small water utilities.

4

5

6 A. There are a number of ways the expected market risk premium, MRP, could be

7 estimated. Again, to be conservative and to reduce controversy, I used the

8 methods Staff adopted in the Green Valley Water rate case to estimate a range of

9 expected market risk premiums with updated data. One estimate of the MRP is the

10 long-term average market risk premium reported by Ibbotson Associates. Using

l l the long-term Treasury as the measure of RF, the most recent estimate of that long

12 tern average is 7.4% for the period 1926-2001 (2002SEBI Yearbook,Table 9-1).

13 Staff also made an estimate of the current expected MRP from projections

14 Value Line makes for the stocks it follows. As of July 19, 2002, Value Line's

15 projected return for an average stock was l7.7%. Backing out the estimate of the

16 long-tenn Treasury rate of 53%, the implied current market risk premium is

17 12.4%.18

18

19 A. That CAPM range for an average water utility is found as follows:

20

21 1

22 Arizona-American is more leveraged than these publicly-traded water utilities.

23 Adding 60 basis points to reflect the higher financial risk of Arizona-American,

24 17 Ibbotson Associates, Stocks, Bond, bil ls,  and Inf lat ion Valuation Edit ion 2002
25 Yearbook, page 130.

26

Equity cost
9.9%

13.0%

RF
5.3%
5.3%

+
+
+

B X
.62 X
. 62  x

MRP
7.4%
12.4%

I
18 The value of 17.7% is computed as (1.80)A(1/4)-1 plus 1.9% based on Value Line's
projections on July 19, 2002.
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I
I

1 the evidence for CAPM indicates the Company has an equity cost that falls in a

range of 10.5% to 13.6%. All of my equity cost estimates for Arizona-American

fall within this rather wide range and the mid-point of the CAPM range is above

the mid-point of my other equity cost estimates .

It is difficult to make equity cost estimates with the CAPM because there is

no "best" method to implement the model. And even with the limited choices

made here, the CAPM produces a wide equity cost range of310 basis points. Had

other implementation methods been included in my analysis, the range would have

been larger. Because Staff has used CAPM in the past, I have presented this

CAPM estimate of the cost of equity for perspective, but give it no weight in my

determination of the cost of equity for Arizona-American.

VII.

Q-

SUMMARY AND CONCLUSIONS

HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR EQUITY

COST ESTIMATES?

Yes. The various equity cost estimates I made are summarized in Table 24.

Q- WHAT EQUITY RETURN DO YOU RECOMMEND THE Commission

APPROVE FOR ARIZGNA-AMERICAN?

I
I

I have determined that Arizona-American's cost of equity falls in a range of 11 .5%

to 12.1% if 60 basis points are added to benchmark equity costs to account for

Arizona-American being more leveraged than the water utilities sample. I

recommend the Commission authorize Arizona-American an equity return of no

less than ll.5%, the bottom of that range. That return together with a 40%/60%

equity/debt capital structure, discussed in Mr. Stephenson's direct testimony, and

Arizona-American's embedded cost of debt should be used to detennine the fair

rate of return.
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18 A.
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DETERMINE RATES FOR ARIZONA-AMERICAN?

Yes, it should be. As an economist reading the various Arizona court decisions,

the detennination of the fair ROR and the FVRB should be independent of one

another. It is not appropriate to first detemiine the dollar return that would occur if

the ROR were multiplied by an OCRB and then solve for the ROR that produces

the same dollar return when multiplied by the FVRB. Such an approach would

effectively ignore the FVRB, and rely on the OCRB to set rates .- an approach

Arizona courts have disapproved.

Q- DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

Yes.

1359536.1

I
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I

L a r g e c o m p a n i e s  i n  t h e  W a t e r  U t i l i t y  I n d u s t r y
a r e  c o n t i n u i n g  t o  b e n e f i t  f r o m  l o n g ~ t e r m  c o n s o l i -
d a t i o n  t r e n d s .  I n  a d d i t i o n ,  s m a l l -  a n d  m e d i u m »
s i z e d  w a t e r  u t i l i t i e s  a r e  b e g i n n i n g  t o  b e  a c q u i r e d
b y  e l e c t r i c  a n d  e n e r g y  u t i l i t i e s  a t  h a n d s o m e  p r e -
m i u m s .

A  c l o u d  c o n t i n u e s  t o  h a n g  o v e r  t h e  i n d u s t r y ,  a s
t o r t  l i t i g a t i o n  i n  C a l i f o r n i a  h a s  m a n y  w a t e r  u t i l e
t i e s  e d g y .  I n j u r i e s  r u l e  a g a i n s t  t h o s e  l o c a l  u t i l i t i e s ,
t h e  f a l l o u t  c o u l d  b e  c o s t l y .

A l t h o u g h  w a t e r  u t i l i t y  s t o c k s  a r e  r a n k e d  t o  u n -
d e r p e r f o r m  t h e  m a r k e t ,  t h e y  p r o v i d e  c o n s e r v a t i v e
i n v e s t o r s  a n  o p p o r t u n i t y  t o  c a p t u r e  g o o d  y i e l d s
w i t h  l e s s  r i s k .

though no contract or law was breached) underway in
California. The plaintiffs bar in that state has organized
and commenced tort lawsuits against several public and
private community water systems for allegedly deliver-
ing contaminated water, although the companies claim
to be in full compliance with state and federal standards.
The possibility that judgments could be made against
water utilities even though they have broken no law is
disturbing for the industry. If these cases succeed, the
potential fallout could be higher costs for water utilities
in order todefend these kinds of lawsuits, which could
occur in other states. Also, thee companies may be
forced to pay large settlements. Fortunately for the
industry, the California Public Utilities Commission is
investigating the adequacy of existing drinking water
standards and has temporarily put a stop to judicial
proceedings.I

l

F

|
I
I

Meeting Government Regulations .
The Safe Drinking Water Act (SDWA), which was last

amended in 1996, has provided the basis for current
drinking water quality standards. It requires that the
Environmental Protection Agency work with state and
local authorities to select and test for five potential
contaminants every five years. The amended SDWA also
provided a $1 billion revolving loan fund to help local
communities to install and upgrade their treatment
plants to remain in compliance with driniscing water
purity standards. Water companies spend anywhere
from 15% to 50% of their annual capital budgets to
remain in compliance with the SDWA. Many of the
companies made large investments to upgrade their
infrastructures earlier in the decade, so capital outlays
over the next 3- to 5-years should remain stable, or even
decline. The need to remain in compliance with the
SDWA is a primary driver for the present water utility
consolidation trend.

1

I

I n d u s t r y  C o n s o l i d a t i o n
For the most part, water utilities stand as the last true

American monopoly. Water companies face little or no
competition for water services in a given locale because
the barriers to entry are very high. Consequently, large
companies looking for earnings growth find that acqui-
sitions are the best way to accomplish this goal. Also,
acquisitions help to diversify the larger company, allow-
ing it exposure to different geographic regions, which
can be beWeficia.l when one area of the country is
struggling. Takeover targets tend to welcome this ar-
rangement because they generally need the extra capital
to replace and upgrade existing water distribution net-
works, since a foot of pipe that cost $1 to install a
hundred years ago now costs approximately $100.

An interesting phenomenon in the Water Utility In-
dustry is the takeovers by energy companies and electric
uti l i t ies. Energy and electric. uti l i t ies have much in
common with water companies. All three groups plan for
capi tal  investments in distr ibut ion systems, read
meters, bill customers, and deal heavily with regulators
and local laws. By acquiring small- and medium-sized
water utilities, these companies are creating economies
of scale, while providing their shareholders with diver-
sity and steadier revenues. Investors who hold shares of
an acquisition target are poised to profit handsomely,
since some purchases have been for as much as four
times book value. This kind of capital-appredation po-
tential is unusual for this industry, which is marked by
slow growth and healthy yields.

Investment Advice
The water company stocks included in this review are

not timely for year-ahead investment. Conservative in-
vestors might, however, find those equities with attrac-
tive dividend~growth prospects and favorable Safety
ranks a worthwhile investment" notwithstanding the
aforementioned litigation.

. Joseph'Espaillat
Tort litigation

Most watggpompanies are keeping a watchful eye gr
tart litigatioxF'(a civil lawsuit against a party even

l
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Infrastructure costs in the Water Utility Indus-

try may rise draxunaticadly over the coming 20
years. As a result, larger companies are purchas-
ing smaller ones in an effort to achieve economies
of scale.

Water Utility stocks are ranked to underperform
the market over the coming 12 months.

u t i l i t i e s  w i t h i n  i t s  s t a t e .  I n  t h e  c o n t e x t  o f  r e g u l a t o r y
d i v e r s i t y ,  A m e r i c a n W a t e r W o r k s , A m e r i c a n S t a t e s  W a -
t e r ,  a n d  C a l i f o r n i a  W a t e r  s h o u l d  b e n e f i t  f r o m  h a v i n g
o p e r a t i o n s  o u t s i d e  o f  C a l i f o r n i a  o v e r  t h e  n e a r  t e r m .

Industry Consolidation
Infrastructure costs in the Water Utility Industry will

likely rise considerably over the next 20 years. These
companies must maintain and upgrade their existing
systems continually in under to remain in compliance
with increasingly stringent rules issued by the Environ-
mental Protection Agency (EPA) and local regulators.
Many of the facilities and pipes that treat and transport
water were constructed over 100 years ago. The costs of
replacing those systems are dramatically higher now,
even after adjusting for inflation. Also, the ongoing
depletion of nearby bodies of water forces many water
utilities to obtain water from more-distant soil-ces at an
additional expense. Water is difficult and expensive to
transport, sing;-it is heavy and incompressible. Yet, the
utilities must keep up with the increasing demand for
drinking water, as the domestic population continues to
rise. All in all, industry sources estimate that in addition
to funds already being used to upgrade
water/wastewater systems, $140 billion to $500 billion
more will be needed to Ex up the nation's water infra-
structure over the next two decades. A good deal of this
shortfall will likely be made up over time by increased
federal spending and higher water rates. Nonetheless,
water utilities will probably foot much of the bill.

L a r g e - s c a l e  f o r e i g n  a c q u i r e r s  h a v e  b e e n  v e r y  i n t e r -
e s t e d  i n  d o m e s t i c  w a t e r  u t i l i t i e s  o v e r  t h e  p a s t  f e w  y e a r s .
G e : - m a n y ~ b a s e d  R W E  A G  i s  e x p e c t e d  t o  c o m p l e t e  t h e
p u r c h a s e  o f  t h i s  c o u n t r y ' s  l a r g e s t  i n v e s t o r - o w n e d  w a t e r
u t i l i t y ,  A m e r i c a n  W a t e r W o r k s , e a r l y  n e x t  y e a r .  F o r e i g n
u t i l i t i e s  a r e  a t t r a c t e d  t o  t h e  s t a b l e  p o l i t i c a l  e n v i r o n m e n t
i n  t h e  U . S .  a n d  v a s t  c o n s o l i d a t i o n  o p p o r t u n i t i e s .  A t
p r e s e n t ,  t h o u g h ,  w e  e x p e c t  t h e  b u y i n g  s p r e e  t o  m o d e r -
a t e ,  a s  t h e s e  a c q u i r e r s  d i g e s t  t h e i r  r e c e n t  p u r c h a s e s  a n d
c o n t e n d  w i t h  w a t e r - r e l a t e d  i s s u e s  i n  t h e i r  h o m e  c o u n -
t r i e s .

The costs outstaying 'm compliance with drinking water
laws are particularly onerous for smaller regional com-
panies because they have a lower customer base over
which to spread their outlays. Small and mid-sized
water util ities tend to welcome takeover offers from
larger companies so that they can gain access to the
bigger Gem's superior capital resources. The acquiring
company attempts to achieve economies of scale by

g r e a t e r  g e o g r a p h i c  d i v e r s i t y

S D W A  R e g u l a t i o n s .
T h e  S a f e  D r i n k i n g  W a t e r  A c t  ( S D W A )  .  o f  1 9 7 4

( a m e n d e d  i n 1 9 9 6 ) a u t h o r i z e s  t h e  E P A  t o  w o r k  w i t h
s t a t e  a n d  l o c a l  g o v e r n m e n t s  t o  t e s t  f o r  p o t e n t i a l  i m p u -
r i t i e s  i n  d r i n k i n g  w a t e r .  T h e  E P A  m a n d a t e s  w h a t  p a r ~
t i t u l a r  l e v e l  o f  a  c e r t a i n  c o n t a m i n a n t  i s  a c c e p t a b l e  p e r  a
s p e c i f i e d  a m o u n t  o f  w a t e r .  W a t e r  u t i l i t i e s  r o u t i n e l y
s p e n d  a  c o n s i d e r a b l e  p o r t i o n  o f  t h e i r  a n n u a l  c a p i t a l
b u d g e t s  o n  e f f o r t s  t o  s t a y  i n  c o m p l i a n c e  w i t h  S D W A
g u i d e l i n e s .  F o r  e x a m p l e , C a l i f o r n i a W a t e r  e s t i m a t e s
t h a t  i t  w i l l  c o s t  S 1 2 5  m i l l i o n  o v e r  t h e  n e x t  f i v e  y e a r s  t o
b e  i n  c o m p l i a n c e  w i t h  t h e  E P A ' s  n e w  r u l e  o n  t h e  d l o w -
a b l e  l e v e l  o f  a r s e n i c  i n  d r i n k i n g  w a t e r  ( 1 0  p a r t s  p e r
b i l l i o n ) .  W a t e r  c o m p a n i e s  m u s t  a l s o  c o m p l y  w i t h  t h e
C l e a n W a t e r  A c t ,  a n d  n u m e r o u s  s t a t e  a n d  l o c a l  l a w s .

I n v e s t m e n t  A d v i c e .
T h e  W a t e r  U t i l i t y  s t o c k s  ' m  t h i s  r e v i e w  a r e  n o t  t i m e l y

f o r y e a r - a h e a d i n v e s t m e n t .  M o r e o v e r ,  t h e s e  i s s u e s  a r e
c u r r e n t l y  t r a d i n g  a t  t h e  h i g h  e n d  o f  t h e i r  h i s t o r i c a l  P / E
r a t i o s ,  a s  i n v e s t o r s  l o o k  f o r  a  s e c u r e  d i v i d e n d  a n d  g o o d
t a k e o v e r  p r o s p e c t s .  A s  o u c h ,  w e  b e l i e v e  t h a t  t h e r e  i s
s o m e  d o w n s i d e  r i s k  h e r e  a s  e q u i t y  m a r k e t s  i m p r o v e ,
b e c a u s e  i n v e s t o r s  m a y  b e c o m e  m o r e  w i l l i n g  t o  t a k e  o f
a d d i t i o n a l  r i s k  a n d  m o v e  t h e i r  f u n d s  o u t  o f  t h i s  s e c t o r  i n
a n  e f f o r t  t o  p u r s u e  t o t a l - r e t u r n  p r o s p e c t s  t h a t  a r e  p r e s ~
e n t r y  n o t  a v a i l a b l e  i n  t h i s  i n d u s t r y

e n g a g i n g  i n  t h e s e  t r a n s a c t i o n s .  M o r e o v e r ,  i t  l o o k s  t o
g a i n t h a t  c a n  r e d u c e  i t s
s u s c e p t i b i l i t y  t o  u n f a v o r a b l e  w e a t h e r  p a t t e r n s  a n d  p o -
t e n t i a l l y  b u r d e n s o m e  l o c a l  r e g u l a t o r s .  F o r  e x a m p l e ,  T h e
C a l i f o r n i a  P u b l i 5 ; U t i l i t i e s  C o m m i s s i o n  ( C P U C )  h a s  u n -
d e r g o n e  m a n y  c h a n g e s  o v e r  t h e  p a s t  c o u p l e  o f  y e a r s ,  a n d
i t  i s  n o w  l e s s  f r i e n d l y  t o  t h e  b u s i n e s s  i n t e r e s t s  o f  t h e

J o s e p h  E s p a i l l a t
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Arizona-American Water Company

Table 1I
I

Selected Characteristics of Water Utilities Sample

Companies in Sample-af

% S&P Moody's
Water Bond Bond

Revenues-*v Rating~*'l Rating-bf

Common
Equity
Ratio-°/

1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp

91%
100%
98%
98%

A+
AA-
AA-
N R

AL
Aar
NR
NR

45%
49%
48%
58%

Average of Four Company Sample 50%

Arizona-American-w 40%

Companies Not in Sample-a/ Reason Not Included

American Water Works
Connecticut Water Service
Middlesex Water
Southwest Water

94%
100%
100%
42%

A+
NR
A+
NR

AS
NR
AS
NR

merger in progress
anticipated merger
anticipated merger

% of water revenues

Sources:
_a/ List of water utilizes relied upon by ACC Staff in Docket No. W-01427A-01 -0487
_b/ C_A. Turner Utility Reports, August 2002.
_c/ As reported for 2001 by Value Line August 2, 2002 or from SJW Corp SEC Form 10-K.
_d/ Company estimate.

8/05/02



Arizona-American Water Company

Table 2

Premiums Received by investors from Recent
Mergers and Acquisitions of Water Utilities

Approximate
Date of

Acquisition
or Merger

Highest Price
in Year Prior to
Announcement

Value at
Time of

Merger or
Acquisition Basis Premium

I
I
I
I
I
I

cash 35%

Company

Aquarion

United Water Resources cash 41%

E-Town

August 1999

July 2000

Year-end 2000 cash 41 %

Dominguez stock 57%

Consumers Water

May 2000

March 1999 stock 59%

American Water Works Proposed

$27.40

$25.00

$48.30

$21 .50

$20.80

$34.00

$37.05

$35.30

$68.00

$33.75

$33. 10

$46.00 cash 35%

Average Premium 45%

I



Arizona-American Water Company

Table 3

I
I
I
I

Selected Characteristics of Gas Utilities Sample

Companies in Sample-a/

Percentage
of Gas

FKevenues_b/

S&P
Bond

Rating_b/

Moody's
Bond

Rating_b/

I

1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 nw Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

60%
97%
90%
98%
67%
86%
100%

A,
A-
A+
A

AA-
A

AA-

AS
AS
AL
AS
Aar
AS
Aa2

Companies Not in Sample~a/ Reason Not Included

BBB+ Baal

I
I

AA Aar

BBB Baa2

Cascade Natural Gas
Energen
NUI Corp
NICOR
New Jersey Resources
ONEOK
SEMCO Energy
South Jersey Industries
Southwest Gas
UGI Corp

100%
39%
46%
77%
55%
22%
59%
55%
86%
23%

BBB- Baa2

bond rating
% gas revenues
% gas revenues

fraud investigation
% gas revenues
% gas revenues

bond rating
% gas revenues

bond rating
% gas revenues

Sources:
_a/ List of gas utilities relied upon by ACC Staff in Docket No. G-03703A-01-0263.
_b/ C.A. Turner Utility Reports, August 2002.

I
I
I
I
I
I

8/05/02



Arizona-American Water Company

Table 4

Beta Risk and Safety Rankings of Gas and Water Utilities Samples-"m

I
I
I
I

Beta
Safety
Rank

I
I

Gas Distribution Utilities
1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 NW Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

Average

0.60
0.55
0.55
0.60
0.70
0.60
0.60
0.60

2
3
2
2
1
2
1

1 .9

Water Utilities
1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp-b/

0.65
0.60
0.60
0.55
0.60

3
2
2
2

2.3Average

Sources:
_a/ Value Line, Summary and Index, July 19, 2002 with

the exception of SJW Corp.
_b/ From the Value Line Small and Mid-Cap Edition,

Summary & Index, dated July 19, 2002.

I
I
I
I

7/24/02
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Arizona-American Water Company

Table 5

Development of Alternative Water Utility Costs of Equity
That Reflect Differences in Leverage

Panel A: Average for Sample Water Utilities

Bottom debt
equity

Capitalization
Ratio
0.50
0.50

Incremental
Cost-a'
7.84%
10.9%

Weighted
Cost

3.92%
5.45%
9.37%

Top debt
equity

0.50
0.50

7.84%
11.5%

3.92%
5.75%
9.67%

Panel B: Increase Leverage:

Bottom debt
equity

Capitalization
Ratio
0.60
0.40

Incremental
Cost-w
7.84%
11 .7%

Weighted
Cost

4.70%
4.67%
9.37%

Top debt
equity

0.60
0.40

7.84%
12.4%

4.70%
4.97%
9.67%

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Notes:
_a/ Incremental cost of debt as reported August 2, 2002 by Value

Line for Baa-rated utility bonds. Cost of equity range as
estimated and reported in Table 24.

_b/ Assumes no change in incremental debt cost but increases
the cost of equity to reflect more financial risk.

8/06/02
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Arizona-American Water Company

Table 6

Actual and Forecasted Baa Bond Rates

Baa
Corporate

Bonds

8.05%

7.87%

7.22%

7.88%

Year/Month

1996431

1997-a/

1998-a/

19998/

2000-@/ 8.37%

2001_a/ 7.95%

July 2002-b/ 7.84%

8.10%

I
|
I
I
I
I
I
I
I
I
I

Forecast for 1/2003-°/

Forecast for 2004-d/ 8.20%

Sources:
_a/ Federal Reserve.
_b/ Value Line, Selection & Opinion, August 2, 2002

for recent selected yields at July 25, 2002.
_c/ Blue Chip Financial Forecasts, quarterly consensus

forecast, July, 2002.
_d/ Blue Chip Financial Forecasts, long-term

forecast reported in June, 2002.

8/06/02
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Arizona-American Water Company

Table 7

Recent Authorized Returns on Equity
For Larger Arizona Water, Sewer and Gas Utilities

I
I

Company
Decision
Number

Decision
Date

Authorized
ROE

Citizens Utilities Company, Agua
Fria Water Division, Sun City Water
Company, Sun City Sewer Company
and Sun City West Utilities Company 60172 10.50%

60220 1 1 .00%

60437 11.50%

61008 1 1 .20%

61831 1 1 .00%

61854 12.00%

62184 11.75%

Paradise Valley Water Company

Far West Water Company

Saddlebrooke Utility Company

Paradise Valley Water Company-'v

Bermuda Water Company

Pima Utility Company (Sewer)

Far West Water 81 Sewer Co. (Water) 62649 11.50%

Southwest Gas Corporation 64172 11.00%

Arizona Water Company (Northern Group) 64282

May 7, 1997

May 27, 1997

Sept 29, 1997

July 16, 1998

July 20, 1999

July 21, 1999

Jan 5, 2000

June 13, 2000

Oct. 30, 2001

Dec. 28, 2001 10.25%

I
I
I
I
I
I
I
I
I
I
I

Note:
_n/ Now named Arizona-American Water Company.
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Arizona-American Water Company

Table 11

Comparisons of Realized and Authorized ROEs and
Market-to-Book Ratios for Water Utilities and

Value Line's Industrial Composite: 1992 - 2001

I
Earned
Less

Authorized
ROE

Earned
ROE

Authorized
ROE

Water industrial
Utilities Composite

M/B M/B

I

1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

10.00
11.60
10.40
11.40
0.70
10.50
11.00
11.10
11.10
10.30
10.90

12.82
12.73
12.72
1 1.96
1 1.99
11.30
11.14
10.87
10.87
10.74
10.57

-2.82
-1 .13
-2.32
-0.56
-2.29
-0.80
-0.14
0.23
0.23
-0.44
0.33

1.36
1.49
1.55
1.28
1.33
1.48
1.73
2.06
2.50
2.06
2.27

2.43
3.10
3.18
2.90
3.15
3.50
4.13
4.83
5.21
4.85
3.35

Average -0.88

Sources:
~a/ Year-end C.A. Turner Utility Reports
b/ Value Line Industrial Composite as

reported January 25, 2002.
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Arizona-American Water Company

Table 21

Risk Premiums Computed from Past ROEs Earned by Water Utilities
and Forecasted Cost of Equity Range for Water Utilities

Panel A:
Baa

Corporate
Bond

Rates-w

Average
Baa

Bond Rate

Realized
ROEs for

Water
Utilities-af

Average
ROE

Risk
Premium-c'

Average
Risk

Premium

I 1991-1995
1991
1992
1993
1994
1995

9.80%
8.98%
7.93%
8.63%
8.20% 8.71%

12.00%
10.51%
11.60%
10.71%
11.13% 11.19%

2.60%
1 .93%
4.07%
2.48%
3.33% 2.88%

I 1996-2000
1996
1997
1998
1999
2000

8.05%
7.87%
7.22%
7.88%
8.37% 7.88%

1 1 .60%
11.57%
10.91 %
10.56%
9.81 % 10.89%

3.95%
4. 10%
4.09%
3.08%
1 .84% 3.41%

Differences in Averages: -0.83% -0.30% 0.53%

Relative Change -100 -36 64

Pane/ B:
Forecasts of

Baa Corporate
Bond Rate-d'

Estimated
Risk

Premium-°'

Forecasted
Equity
Cost

8.10%
8.20%

3.27%
3.21%

11.4%
11.4%

I

Notes and Sources:
_a/ Source: Tables 2-4 of CPUC WNGB Report, dated March 2002, in A. 01-10-028.
_b/ Past Baa rates reported by the Federal Reserve.
_c/ Based on evidence reported by C. A. Turner Utility Reports at year-end

for the last ten years, the average cost of equity was more than 40 basis
points higher than an average of realized ROEs. See Table 11.

_d/ Range of consensus forecasts reported by Blue Chip, June 2002 for the
period 2003 to 2004.
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Arizona-American Water Company

I Table 22

Risk Premium Analysis
Regression Analysis of Risk Premiums Based on Authorized Returns

for Natural Gas Utility Stooks-a/ and Baa Corporate Bond Rates
1982-2002

Regression Formula-cf: Risk Premium = Ao + AL x Baa Corporate Rate

Regression Output:
Constant (AT) 0.0745
Std Err of Y Est 0.0077
R Squared 0.8541
No. of Observations 454
Degrees of Freedom 452

Slope (AL)
Std Err of Conf.
t-statistic

-0.510
0.010
-51 .4

I
Equity Cost
Estimate

Predicted
Pfemjum-c-

Forecasted
Baa Corporate

Bond
Rate-bf

Bottom
Top

1 1 .42%

1 1 .47%

3.32% +
3.27% +

8.10%
8.20%

Estimated Equity Cost for the Average Utility
in Water Utilities Sample:

Bottom
Top

10.9%
11.0%

I
Notes and Sources:

_a/ Sources: Annual Surveys of Gas Rate Cases, Public
Utilities Fortnightly, KAN Rate of Return Data Books, Regulatory
Research Associates and the Federal Reserve.

_b/ Range of consensus forecasts of rates for Baa Corporate
bonds for 2003-2004 as of June 2002 as reported by Blue Chip.

_c/ Regression analysis assumes 8-month lag between Baa
bond rate and the date of respective commission orders.
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Arizona~American Water Company

Table 23: Risk Premium Analysis
Comparison of Total Returns on Moody's Natural Gas Stock Index

and Baa Corporate Bond Rates

Annual
Average

Dividend~*"
Index

Gain/Loss
Dividend

Yield

Total
Gas Stock

Return
Risk

Premium

Moody's
Natural

Gas
Price

Index-*v
26.47
2a. 1 o

28 .23
25.78
38.71
39.59
48.21
64.96

1.32

1.43

1.49

1.53

1.63

4.99%

5.09%
5.28%
5.93%
4 .21 %
4.52%

59.73

64.62

68.24

64,31

53.50

50.49

53.80

1 .79
1 .91
2.01
2.13
2.27
2.40
2.75
2.67
2.79
2.88
2.97
306
3.10
321
3.31
8.43

3.65
3.85

3.96%
3.09%
3.57%
3.51%
3.52%
4.28%
4.99%
5.53%
5.35%

1 1 .14%

5.55%
-3.40%
56.09%
6.48%

26.29%
38.71%
-4.96%
1 1 .75%
9.11%
-2.24%

-12.53%
~0.64%
12.08%

.13.09%
26.03%
-2.69%
18.35%
-12.89%
-23.97°/o
40.42%
44.82%
5.66%

1954

1955

1956

1957

1958

195g

1960

1961

1962

1963

1964

1965

1966

1967

1968

1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

1989

1990

1991

4.07

4.33

4.59

4.95

5.28

5.45

5.71

6.06

5.6B

6.77%
5.85%
6.48%
6.00%
7.62%

1 1.54%
9.53%
7.43%
8.00%
9.42%
8.58%
8.74%
9.87%

10.77%
10.23%
8.69%
7.42%
6.45%
7.96%
7.43%
5.72%

-1 .is%
25.80%
14.39%
8.25%
4.49%

20.98%
35.17%
18.57%
26.10%
-8.55%
20.27%

5.86
6.15
6.45
6.70
6.94
7.08
7.23

5.38%

5.69%

5 .21 %

4 .78°/=

5.89%

1992

1993

1994

1995

1996

1997

1998

1999

2000

R a t e s

o n  B a a

C o r p o r a t e

B o n d s - 3 '

3.45%

3.62%

4.37%

5.03%

4.85%

5.28%

5.10%

5.10%

4.92%

4.85%

4.81%

5.02%

6.18%

6.93%

7.23%

8.65%

9.12%

8.38%

7.93%

8.45%

10.63%

10.56%

9.12%

8.99%

9.94%

12.06%

14.64%

16.55%

14.14%

13.75%

13.40%

1 1.58%

9.97%

11.29%

10.65%

9.82%

10.43%

9.26%

8.81%

7.69%

9.10%

7.49%

7.89%

7.32%

7.23%

8.19%

8.02%

43.88

52.33

47.86

53.54

43.43

29.71

3829

51 .80

50.88

45.97

53.50

56.61

53.50

50.62

55.79

69.70

76.58

90.89

77.25

86.76

1 17.05

108.86

124.32

138.79

154.06

126.96

155.94

166.64

1 go .04

177.24

166.54

200.68

7.36

7.48

8.01

7.gg

8.12

8.18

8.22

6.16%

0.46%
-8.68%
50.16%
2.27%

21.77%
34.74%

-8.05%
8.19%
5.60%
-5.76%

-16.81 %
-5.68%
6.56%

-18.44%
19.26%
-8.54%
11 .87%
-18.88%
-31 .59%
28.88%
35.28%
-1 .78%
-9.65%
16.38%
5.81%
-5.49%
-5.38%
10.21%
24.93%
9.87%

18.69%
-15.01 %
12.31%
34.91%
-7.00%
14.20%
11 .64%
11 .00%
-17.59%
22.83%
6.86%

14.54%
-7.22%
-5.87%
20.28%

5.14%
4.79%
4.25%
4.52%
4.93%

42.35%
-1 .27%
20.58%
17.33%
16.21 %
.12.81 %
28.72%
12.00%

19.44%
-2.97%
-125%
25.21 %

7.69%

1.93%
-7.77%
51 .06%
1.63%

21 .01 %
33.61%
-10.06%

6.83%
4.26%
-7.05%

-17.55%
-6.82%
5.15%

-20.32%
17.38%
-1 1.81 %

9.97%
-20.82%
-32.45%
29.79%
34.26%

-3.46%
-10.64%
15.86%
2.33%

-1 1 39%
-12.06%

6.84%
21 .42%

5.17%
14.52%

-18.53%
8.98%

31 .70%
-1 1 .OF%
10.15%
8.07%
7.40%

-20.50%
19.62%
4.51%

11.55%
-10.29%
-8.48%
17.02%

Average Risk Premium 3.67%

Equity Cost Forecast
Low
High

Forecast of
Baa
Bond

Rates-°'
8. 1 %
8.2%

Gas
Uti\ity
Equity
Cost

1 1.8%
1 1.9%

Water
Utihiies
Sample

Equity Cost
11.3%
1 1.4%

Az-Am
Equity
Cost

1 1.9%
12.0%

Sources and Notes:

a/ u. s. Federal Reserve. Monthly rates for December of the indicated year.
b/ Margent,MoQdy's 2Q01 Public Utility Manual.
C/ Range of forecasts for 2008-2004 compiled by Blue Chip, June 2002.
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Arizona-American Water Company

Table 24

Summary Table: Estimated Cost of Equity Ranges for Water
Utilities Sample and Arizona-American Water Company

Estimated
Ranges of
Equity Costs

for Water
Utilities Sample

Estimated
Range of

Equity Costs for
Arizona-American

Water

Discounted Cash Flow Estimates

Based on Water Utilities 11.1% to 11.1% 11.7% to 11.7%

Based on Gas Utilities 11.4% to 11.5% 12.0°/0 to 12.1%

Risk Premium Estimates

Based on Water Utilities 1 1 .4% to 1 1 .4% 12.0% to 12.0%

Based on Gas Utilities
Authorized ROEs 10.9% to 11.0% 11.5% to 11.6%

Based on Moody's Gas
Utilities Index 11.3% to 11.4% 11.9% to 12.0%

Estimated Equity Cost Range for Arizona-American Water Company 11.5% 12.1%

8/07/02
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I

Q-

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

Street, S.E., Salem, Oregon 97302.

Q- WHAT Is YOUR PROFESSION AND BACKGROUND?

J

I am an economist and Vice President of Utility Resources, Inc., a consulting firm.

I received my Ph.D. in Economics from the University of Florida. Prior to jointly

establishing URI in 1985, I was a consultant at Zinder Companies from 1982-1985

and a senior economist on the staff of the Oregon Public Utility Commission from

1976 to 1982. Prior to 1976, taught business and economics courses at the

graduate and undergraduate levels.

I have been deposed or testified on various topics before regulatory

commissions, courts and legislative committees including two Canadian regulatory

authorities, four Federal agencies and in the states of Alaska, Arizona, California,

Colorado, Georgia, Idaho, Illinois, Iowa, Kentucky, Minnesota, Montana,

Nebraska, Nevada, New Mexico, Oklahoma, Oregon, Tennessee, Utah,

Washington and Wyoming. In addition to cost of capital studies, I have testified as

an expert on the valuation of utility property, estimated incremental costs of

energy and telecommunications services, and presented rate design testimony.

I

Q- WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED BEFORE?

1 1.

2
3 A.

4

5
6 A.

7
8

9

10

11

12

13

14

15

16

17

18

19

20
21 A.

22
23

24

25

26

I have testified on cost of capital or other financial issues before the Interstate

Commerce Commission, Bonneville Power Administration and in 13 states. My

studies and testimony have included consideration of the financial health and fair

rates of return for Nevada Bell Telephone, Illinois Bell Telephone, General

Telephone of the Northwest, Pacific Northwest Bell, U S WEST, Anchorage

Municipal Light & Power, Pacific Power & Light, Portland General Electric,

FENNEMORE CRAIG
A PROFESSIONAL CORPORATION
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I
I

|

I

Commonwealth Edison, Northern Illinois Gas, Iowa-Illinois Gas and Electric,

Puget Sound Power & Light, Idaho Power, Cascade Natural Gas, Mountain Fuel

Supply, Northwest Natural Gas, Arizona Water Company, California-American

Water Company, California Water Service, Dominguez Water Company,

Kentucky-American Water Company, Mountain Water Company, Oregon Water

Company, Paradise Valley Water Company, Park Water Company, San Gabriel

Valley Water Company, Southern California Water Company, Tennessee-

American Water Company and Valencia Water Company. I have also prepared

estimates of the appropriate rates of return for a number of hospitals in

Washington, a large insurance company, and railroads.

Q- DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO

COST OF CAPITAL ISSUES?

I

I
I
I

1

2

3

4

5

6

7

8

9

10

11

12

13 A.

14

15

16

17

18

19

20

21

22

23

24

25

26

Yes. I published an article "Water Utilities and Risk," Water: the Magazine of the

National Association of Water Companies Vol. 40, No. l (Winter 1999), and was

an invited speaker on the topic of risk of water utilities at the 57th Annual Western

Conference of Public Utility Commissioners in June 1998. I also presented a paper

"Application of the Capital Asset Pricing Model in the Regulatory Setting" at the

47th Annual Southern Economic Association Meetings and published an article

"On the Use of the CAPM in Public Utility Rate Cases: Comment" in Financial

Management (Autumn 1978). While on the staff of the Oregon Public Utility

Commission, I also established a sample of over 500,000 observations of common

stock returns and measures of risk and conducted a number of studies related to the

use of various methods to estimate costs of equity for utilities. I was invited to

lecture at Stanford University to discuss that research.
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I

11. PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS

WHAT Is THE SUBJECT OF YOUR TESTIMONY I N THIS

PROCEEDING?I

I
I
I

I

Arizona-American Water Company ("Arizona-Amenlcan" or the "Company") has

asked me to estimate its cost of common equity to be used in developing a just and

reasonable rate of return on Arizona-American's investment in its utility plant and

property devoted to public service for ratemaking purposes. My study is based on

data available to investors in early August 2002. I was also asked to review certain

published decisions of the Arizona appellate courts related to the use of a "fair

value" rate base ("FVRB") in setting rates in Arizona, and to express my opinion

as an economist concerning the rate base to which the cost of equity and the

overall rate of return should be applied in Arizona based on those decisions. Mr.

David Stephenson will testify regarding Arizona-American's capital structure, cost

of debt and total cost of capital (rate of return), which includes my recommended

cost of equity.I
Q- HOW IS YOUR TESTIMONY ORGANIZED?

I
I

I
I
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In this Section II, I outline my testimony and summarize my analysis.

In Section III, I discuss my review of certain decisions of the Arizona courts

and provide my opinion as an economist about what rate base must be combined

with a ROR that includes a market determined estimate of the cost of equity to

satisfy the requirements of the Arizona Constitution as interpreted in those

decisions.

In Section IV, I discuss the risk of water utility common stocks and

differences in risk of water utilities and natural gas distribution utilities ("gas

utilities") and explain why Arizona-American's higher leverage and unique

business risks in Arizona make the Company more risky than an average publicly-
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traded water utility I examine to determine benclnnark equity costs.

Section V reports my discounted cash flow ("DCF") equity cost estimates

for samples of water utilities and gas utilities.

Section VI presents equity cost estimates based on three risk premium

approaches. For perspective, I also estimate an equity cost range with the capital

asset pricing model ("CAPM").

Section VII provides a summary of my analysis and my recommended

return on common equity ("ROE") for Arizona-American.

Q. HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS TO

ACCOMPANY YOUR TESTIMONY?

Yes. I have prepared 24 tables that support my testimony. These tables are

attached to this testimony at Exhibit Zepp Dir. Exh. 1.

PLEASE SUMMARIZE YOUR TESTIMONY.

My findings and recommendations are the following:

1. Arizona-American's cost of common equity is greater than the cost of
common quit of the average water utiligf in my sample of publicity-traded
water utilities because it is more leverage and has other additional business
risks. I estimate Arizona-American's additional leverage requires an equity
cost premium of at least 60 basis points.

2. The market cost of common equity facing large, publicly-traded water
utilities falls in a range of 10.9% to 11.5% at this time:

DCF model estimates for a sample
utilities indicate their average cost of equity is . l%,

of four publicly-traded water
11

I
I
I
I
I
I
I
I

Based on a DCF analysis of gas utilities, the cost of equity for
comparable risk water utility falls in a range of 1 l .4% to l l.5%,

a

The costs of equity derived from three risk premium analyses
indicate the cost of equity for publicly-traded water utilities falls in a
range of 10.9% to 11.4%.

1
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11 A.
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13 Q.

14 A.
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25

26

A range of equity costs indicated by the CAPM overlaps my other
estimates of the cost of equity.

3. An internal rate of return analysis for Middlesex Water and Connecticut

I
I

FENNEMORE CRAIG
A PROFESSIONAL CORPORATION

PHOENIX
4



4.

Water Service, two other water utilities considered by the Utilities Division
("Staff") in past rate cases but not included in my DCF sample, is not
inconsistent with my estimated equity cost range for publicly-traded water
utilities.

I estimate Arizona~American's cost of equity falls in a range of 11.5% to
l2.1%. I recommend that Arizona-Amencan be allowed to earn a ROE of
no less than 11.5%, the bottom of the range of m e city cost estimates.
See Summary Table 24, Exh. Zepp Dir. Exh. 1 attac iedqhereto.

5. A determination of a ROE and overall rate of return is independent of the
determination of an original cost rate base ("OCRB") and determination of
the value of the FVRB. As an economist, I conclude the ROR that includes
my recommended ROE of no less than 11.5% should be adopted and
multiplied by the FVRB to detennine revenue requirements for Arizona-
American's systems.

111. ARIZONA COURT DECISIONS INDICATE UTILITY RATES SHOULD
BE SET TO RECOVER A MARKET-BASED COST OF EQUITY APPLIED
TG A FAIR VALUE R.ATE BASE

Q- WHAT Is THE ISSUE YOU ADDRESS IN THIS SECTION OF YOUR

TESTIMONY?

The Arizona Constitution provides that "the corporation commission shall, to aid it

in the proper discharge of its duties, ascertain the fair value of the property within

the State of every public service corporation doing business therein." Arizona

Constitution, Art. XV, § 14. Given that the Arizona Constitution requires the use

of a "fair value" rate base ("FVRB") in setting rates, a preliminary issue that

should be addressed is whether the percentage rate of return on rate base ("ROR"),

which is composed of the market cost of equity and embedded costs of debt,

should be set independent of the determination of the FVRB or whether the ROR

should be adjusted to hold a utility's earnings at the same level that would occur if

an original cost rate base ("OCRB") had been used to determine the revenue

requirement.

Q- PLEASE DISCUSS WHAT Is MEANT BY A FAIR RATE OF RETURN.

1
2
3
4
5
6
7
8
9

10
11
12

13 A.
14
15
16
17
18
19
20
21
22
23
24

25 A.
26

A fair rate of return is achieved when a utility is permitted to set rates and charges

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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for service at levels where the expected return provides common stock investors a

reasonable opportunity to earn the cost of common equity. Since operating

expenses and interest on debt take precedence over payments to common

stockholders, the common equity shareholders of the company bear the greatest

risk of not receiving expected returns. The U. S. Supreme Court recognized this

requirement many years ago. In describing the ROR on a utility's FVRB, the U.S.

Supreme Court, inBlue field Waterworks, stated:

I
I

attended by corresponding risks and uncertainties, but it

I
I

A public utility is entitled to such rates as will permit it to
earn a return on the value of the property which it em lays for
the convenience of the public equal to that generally being
made at the same time and in the same general part of the
country on investments in other business undertakings which
are
has no constitutional right to profits such as are realized or
anticipated in highly prof itable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
conf idence in the f inancial soundness of  the util ity, and
should be adequate, under efficient and economic
management, to maintain and support its credit and enable it
to raise the money necessary for the proper discharge of its
public duties.I

I
I

Bluefela' Waterworks & Improvement Co. v. Pub. Serv. Comm'n of West Va., 262

U.S. 679, 692-93 (1923).

In the Hope Natural Gas decision, the Supreme Court restated this

requirement:

I
I

[T]he return to the equity owner should be commensurate
with reams on investments in other enterprises having
corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.

Fed. Power Comm 'n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).

I Q-

I
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YOU QUOTED FROM U.S. SUPREME COURT DECISIONS. ARE

THOSE STATEMENTS CONSISTENT WITH THE ARIZONA

CONSTITUTION AND DECISIONS OF THE ARIZONA COURTS?
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I understand that Arizona courts have recognized and followed relevant U.S.

Supreme Court decisions. In US West Communications, the Arizona Supreme

Court stated: "Whenever possible, however, we construe the Arizona Constitution

to avoid conflict with the United States Constitution and federal statutes." US

West Communications, Inc. v. Ariz. Corp. Comm 'n, 201 Ariz. 245, 246, 34 P.3d

351, 355 (2001).

However, as I stated earlier, Arizona differs from most other jurisdictions

because of the requirement embodied in the Arizona Constitution that the "fair

value" of the utility's plant and property be found and used in setting rates. The

Arizona Supreme Court has stated, for this reason, that the "end result" test

approved in Hope cannot be used in Arizona to justify a particular rate setting

approach:

I
I

It is clear, therefore, that under our constitution as interpreted
by this court, the commission is required to find the fair value
of the company's property and use such finding as a rate base
for the purpose of calculating what are just and reasonable
rates. Tl Hope case cannot be used by the commission. To
do so would violate our constitution. The statute under
consideration in that case prescribed no formula for
establishing a rate base. While our constitution does not
establish a formula for arriving at fair value, it does require
such value to be found and used as the base in fix in rates.
The reasonableness and justness of the rates must be reared to
this finding of fair value.I

I Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382

(1956). The court also stated:

I
I

Fair value means the value of properties at the time of inquiry,
... whereas prudent investment relates to a value at the time

... The fanner allows the increase or decrease
in the cost of construction to influence the rate, whereas the
latter makes no such allowance. Irrespective of the merits, if
any, of the prudent investment theory, because of our
constitution the commission cannot use it as a guide in
establishing a rate base.

of investment.

I

1 A .
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I

US West, 201 Ariz. at 245, 34 P.2d at 354.

I
I

I

Simms, supra(citations omitted).

Historically, a utility's rates were fixed on the basis of providing a fair

return on its FVRB, as the discussion inBlue field Waterworks at pages 690 to 692

shows. Arizona courts have continued to state that the Arizona Corporation

Commission ("Commission") must use a FVRB in setting rates in Arizona.

Recently, the Arizona Supreme Court stated that in a monopolistic setting, "fair

value has been the factor by which a reasonable rate of return was multiplied to

yield, with the addition of operating expenses, the total revenue a corporation

could earn." That statement is

consistent with the Arizona Supreme Coult's statement in Simms some 45 years

earlier that the "reasonableness and justness of the rates must be related to [the]

finding of fair value." Simms,80 Ariz. at 151, 294 P.2d at 382.

In short, the principles stated by the U.S. Supreme Court on what

constitutes a fair rate of return are consistent with the holdings of the Arizona

courts. Because of the constitutional requirements in Article 15 of the Arizona

Constitution, however, the Commission should establish rates that provide a fair

rate of return on the current value of a utility's property, i.e., its FVRB .

I Q- WHAT FORMULA HAS THE ACC USED TO DETERMINE A UTILITY'S

FAIR VALUE RATE BASE?

I

I
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It is my understanding that there is no set formula for detennining the FVRB.

Instead, the Commission may consider any relevant evidence that aids in

determining the current value of the utility's plant and property. However, I also

understand that the Commission has often determined the FVRB by simply

averaging the utility's original cost rate base ("OCRB") and its Reconstruction

Cost New Rate Base ("RCNRB) as a default measure of FVRB when multiple

indicators of the value of plant and property are not available. While certainly
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convenient, this approach may ignore other factors and circumstances affecting the

current value of the plant, and may ultimately result in a substantially understated

FVRB.

In this case, Arizona-American is requesting that its adjusted RCNRB be

used as its FVRB, as discussed in the Direct Testimony of Thomas J. Bourassa.

The RCNRB is based on the trended cost of the plant and property used to furnish

service, and therefore should more closely approximate its current value than

would the original or historic cost. As explained by Mr. Bourassa, in this particular

case, the use of the RCNRB is also supported by the purchase price recently paid

by Arizona-American for the water and wastewater systems and other assets

owned by Citizens Communications in Arizona. The fact that these systems were

recently the subject of an ans-length purchase/sale, involving independent and

sophisticated parties, gives further support to using RCNRB as the FVRB instead

of an average of OCRB and RCND in this case, as multiple indicators of the

current value of a utility's assets are rarely available. Assuming that the goal of

finding and using the "fair value" of the utility's property is to ensure that the rates

are set on the basis of the current value of the utility's plant and property, it would

be more appropriate to use the RCNRB as the FVRB, especially when the

purchase price for the Citizens' assets is taken into account.

I Q- BELOW YOU PROVIDE EQUITY COST ESTIMATES. DO THOSE

ESTIMATES DEPEND ON THE TYPE OF RATE BASE USED?

I
I
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No. My equity cost estimates are independent of the rate base to which they are

applied. The equity cost estimates I present are determined from market data and

provide an estimate of the equity return an investor requires on dollars invested in

shares of common stock. Actual equity returns depend, in part, on the rate base

that is incorporated into the process that sets rates. Those stock prices also depend
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in part on the present value of cash or securities that an investor expects would be

received if the utility were condemned by a public agency, acquired by a

municipality or another utility, or merged into another utility. Thus, the

percentage equity cost estimates are independent of whatever formula is used to

determine the FVRB .

I
I
I
I
I
I
I

Q- WILL APPLICATION OF A MARKET-BASED RATE OF RETURN TO

THE FVRB ALWAYS LEAD To HIGHER PRICES FOR UTILITY

SERVICES THAN WOULD BE THE CASE IF THE MARKET-BASED

ROR WERE APPLIED TO AN OCRB?

I

No, it would not. In Simms, the Arizona Supreme Court recognized that fair value

"allows the increase or decrease in cost of construction to influence the rates,

whereas [OCRB] makes no such allowance." Simms, 80 Ariz. at 151, 294 P.2d at

382. The impact of using a FVRB will vary depending on the utility's particular

circumstances. I would expect that the application of the market-based ROR to a

FVRB for a water utility will, in many cases, lead to higher rates than application

of a market-based ROR to an OCRB. But in other cases, the FVRB may be less

than the OCRB and thus lead to lower prices for utility services than if the OCRB

were used to detennine such prices. The drafters of the Arizona Constitution

apparently wanted Arizona ratepayers to benefit from cost savings just as they felt

that stocldiolders should be allowed to ham a return on the current value of their

assets if costs have increased.

Q~ WHAT Is THE SIGNIFICANCE OF SUCH COST CHANGES?

I
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It means that the value of the FVRB could be larger or smaller than the value of

the OCRB and thus prices for utility services paid by ratepayers when the market-

based ROR is multiplied by a FVRB could be higher or lower than rates paid by

application of a market-based ROR to an OCRB. With application of a market-
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I
based ROR to an OCRB, if subsequent changes in costs have increased or

decreased the current value of the property, the earnings requirement would not

change.

As AN ECONOMIST, Is IT APPROPRIATE TO DETERMINE THE

EARNINGS REQUIREMENT BY MULTIPLYING THE MARKET-BASED

ROR TIMES AN OCRB AND THEN SOLVING FOR A ROR THAT,

WHEN APPLIED TO THE FVRB, PRODUCES THE SAME DOLLAR

LEVEL OF EARNINGS?

I
I

No, it is not. I will call that method the "OCRB-earnings method" because it

adopts earnings based on an OCRB even though FVRB is recognized in setting

rates. To use the OCRB-earnings method would in fact mean that the OCRB is

actually being used to set prices for utility services when Arizona courts have

disapproved of the use of an OCRB to detennine such prices. The Arizona courts

have stated that prices set for utility services should be based on providing a fair

rate of return on FVRB - the current value of the utility's property. Limiting a

utility's earnings to a dollar return on its OCRB would violate this principle, and

effectively adopt the "prudent investment" approach that was disapproved in

Simms.

Moreover, if the FVRB has increased in value and the OCRB-earnings

method is used to restate the ROR, it could produce an overall ROR that is less

than the cost of debt. Such an outcome would not produce a cost of equity that is

based on substantial evidence and may be confiscatory under Arizona's rate-

setting requirements .
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DR. ZEPP, YOU ARE AN ECONOMIST BY TRAINING, AND WHILE

YOU HAVE TESTIFIED ON MANY OCCASIONS ON THE COST OF

CAPITAL AND OTHER RATEMAKING ISSUES, YOU ARE NOT AN
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ATTORNEY. ARE YOU PRESENTING A LEGAL OPINION?

No, that is not my intention. As I have stated, I have reviewed and analyzed, as an

economist, several U.S. Supreme Court and Arizona appellate decisions, including

Blue field Waterworks, Hope, Simms, and US West. My testimony is based on what

the courts have stated in those decisions, which is why I have quoted from them

extensively. Based on the courts' statements, the regulatory framework appears to

be clear. As a professional economist with experience in ratemaking and other

types of proceedings involving utilities, I believe I am capable of reviewing and

discussing court decisions that pertain to ratemaking principles. In fact, I often

review court decisions as well as decisions of regulatory commissions in order to

follow changes and developments affecting regulated industries. In many states,

including Arizona, commissioners are not required to be attorneys, and yet they

must deal with these sorts of legal concepts and requirements. However, if there

are other court decisions that I have overlooked or omitted, which contradict the

discussion in Simms or US West about the use of the "fair value" of a utility's

property to set rates, for example, I stand to be corrected.

1

2 A .
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18 Q.
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GENERAL RISKS OF WATER UTILITY STOCKS

AS A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLES OF

UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS.

My sample of water utilities is composed of American States Water, California

Water Service Group, Philadelphia Suburban Corp. and SJW Corp. These four

water utilities are all of the water utilities the Commission's Utilities Division Staff

("Staff") relied upon to determine DCF equity costs in the Green Valley Water

Company case (Docket No. W-02025A-01-0559, Schedule JMR-5, dated February

ll, 2002) that have more than 60% of their revenues from water utility operations,

are not currently being acquired and are not likely acquisition candidates. Table l
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lists percentages of operating revenues and bond ratings for these four water

utilities (as well as the utilities in the Staff sample I have not included in my

analysis) and the common equity ratios for Arizona-American and the four utilities

I adopt to make equity cost estimates.

1
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Q. PLEASE ELABORATE ON THE REASONS YOU HAVE NOT INCLUDED

THE OTHER FOUR WATER UTILITIES IN THE SAMPLE YOU USED

TO MAKE DCF EQUITY COST ESTIMATES?

I have not included American Water Works in my sample because it has entered

into an agreement under which its stock is being acquired by RWE AG, a German

provider of utility and other industrial services, at a price premium of 35% over the

price at the time of the announcement. Shares of stock for American Water Works

trade primarily on the expected timing of completion of the merger, not the cost of

equity. Southwest Water was excluded because C. A. Turner Utility Reports lists

its percentage of water utility revenues at only 42%. Middlesex Water Company

and Connecticut Water Service appear to be acquisition targets and thus it is

difficult to estimate their equity costs with the traditional DCF model.

Table 2 reports premiums water utility investors have received, or in the

case of American Water Works, have been proposed to receive, at the time

mergers or acquisitions were completed. Those premiums have ranged from 35%

to 59% and have averaged 45%. Value Line has advised investors to expect such

acquisitions and mergers to continue and to expect prices from an acquisition to be

as much as four times book value. See Value Line Investment Surveys dated May

3, 2002 at page 1420 and dated August 6, 1999 at page 1405 (copies attached). As

a result, it is reasonable to expect that investors holding water utility stocks have

bid up prices to reflect the probability they will receive premiums in the future. If

prices have been bid up in expectation of receiving such premiums, dividend

FENNEMORE CRAIG
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yields will be reduced to a level lower than would occur if investors did not expect

such premiums to be paid. Consequently, mechanical application of the traditional

DCF model will understate the cost of equity.

Potential acquisition/merger candidates are expected to have had relatively

large increases in stock prices. Based on that criteria, I have excluded Connecticut

Water Service and Middlesex Water from my primary DCF equity cost estimates.

Those two companies have experienced increases in common stock prices that are

substantially above the increases in prices for other water utility stocks and thus

appear to be acquisition or merger candidates. As part of my analysis below,

however, I do compute a range of equity costs for Connecticut Water Service and

Middlesex Water with an alternative version of the model underlying the DCF

model.

Q- YOU ALSO ANALYZE ANY OTHER COMPANIES IN

DEVELOPING YOUR RECOMMENDED COST OF EQUITY?

DID

Yes, I also evaluated a group of seven natural gas utilities whose stock is publicly

traded. This analysis provides another useful equity cost benchmark, which is

necessary given the small size of the water utility sample group.
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Q- HOW DID YOU DETERMINE THE SAMPLE OF GAS UTILITIES YOU

USED TO COMPUTE YOUR OTHER DCF EQUITY COST ESTIMATES?

Table 3 reports the seven gas utilities that I have relied on to supplement my

analysis. The utilities in the gas utilities sample are all of the gas utilities relied

upon by Staff to detemineequiw costs in Black Mountain Gas Company, Docket

No. G-03703A-01-0263, that have at least 60% of their revenues from gas

operations (as reported by C. A. Turner Utility Reports), are not being investigated

for fraud, are not gas producers and have at least one bond rating of A or better

published by Moody's or S&P. Table 3 also lists the gas utilities from the Staff
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I Q- HOW DOES THE LEVEL OF RISK FACED BY GAS AND WATER

UTILITIES COMPARE?

I

I

I

I Q- is THERE OTHER EVIDENCE THAT SUGGESTS THE FINANCIAL

COMMUNITY REGARDS THE RISK OF WATER UTILITIES AND GAS

UTILITIES TO BE SIMILAR?

I

1 sample I did not include in my sample and reasons I did not include them in my

2 analysis.'

3

4

5 A. When making comparisons between risks of water utilities and gas utilities,

6 investors recognize that all utilities face the risk that regulators may disallow

7 investments they have made and expenses they incur. That is an unavoidable risk

8 of regulation. The other types of risks facing gas utilities and water utilities do

9 differ in certain respects. It is possible, however, to compare two "bottom-line"

10 measures of risk for an average gas utility with comparable measures of risk for

11 the average water utility. That comparison is presented in Table 4. The first

12 measure of risk is beta, the risk measure in the CAPM. The beta provides a

13 measure of the risk of holding a stock in a diversified portfolio. The larger the

14 beta, the higher the risk. For purposes of this table, Value Line estimates of betas

15 are presented. The second measure of risk is Value Line's Safety Rank. This

16 measure of risk is the risk an investor has if he/she holds an individual stock

17 instead of holding that stock as part of a diversified portfolio. The larger the

18 Safety Rank, the higher the risk. Based on those measures of risk, gas and water

19 utilities have approximately the same level of risk.

20

21

22

23 A. Yes. In its June 21, 1999 Utilities & Perspectives, Standard & Poor's ("S&P")

24 announced that it "has created a single set of financial targets that can be applied

25 1 I have excluded NICOR from the sample because it is currently under investigation for
fraud and its stock price dropped significantly in response to that announcement, to avoid
over-stating the dividend yield in the DCF analysis .26
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across the different utility segments." It now has "four principal financial targets

that it uses to analyze credit quality of all investor-owned electric, natural gas, and

water utilities in the U.S." S&P Utilities & Perspectives, June 21, 1999, Vol. 6,

No. 25, page 2. Past separate targets for water utilities are gone. This decision by

S&P, together with the evidence on beta risk and Safety Ranks in Table 4,

provides support for using equity costs derived from data for samples of gas

utilities to make other estimates of the cost of equity for water utilities equal in risk

to those in the sample in Table l.I
I

Q, HAVE YOU ASSUMED THAT THE UTILITIES IN THE WATER AND

GAS UTILITIES SAMPLES REQUIRE THE SAME ROEs?

I
I

No. Even though current evidence indicates the utilities in my water utilities

sample and gas utilities sample have approximately the same level of risk, I reduce

the estimated equity costs for the gas utilities by 50 basis points, based on my

judgment, to provide a conservative adjustment for potential differences in risk of

the gas utilities' sample and the water utilities' sample.

Q- IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT

HAS TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND

FEDERAL WATER QUALITY STANDARDS?I

1

2

3

4

5

6

7

8

9

10

11 A .

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

Yes. Expected or unexpected requirements for additional capital spending means

water utilities have to request rate increases more often and seek larger percentage

increases in order to maintain fair rates of return. Regulatory procedures are

expensive, time consuming, increase uncertainty, and raise doubts in investor

minds that regulators will authorize high enough prices and/or price adjustment

mechanisms to enable the water utilities to am fair rates of return. This increases

uncertainty about future returns and thus increases risk.

Also, investors may be concerned that regulators may delay inclusion of

I
I
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new plant in rate base or not allow part of the dollars invested to be recovered. If

such investments are challenged and there is any chance that the Commission will

disallow part of the dollars invested or will delay recovery of the costs of those

investments, risk increases. From an investor's point of view, it is the potential for

such disallowances and delays in setting new rates that increases risk. If additional

investments were never required, there would be no potential disallowances,

delays or possible exclusions and thus investor concerns would never arise and risk

would not increase. With the need for increased investments, uncertainty arises

and the risk increases.
\

I
I
I

HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS

ON THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES?

Yes, I have. In the past, I conducted a study of expected differences in bond costs

and common equity costs that faced utilities with different financing requirements.

I found that utilities with above average financing requirements required an ROE

that was approximately 80 basis points higher than was required by other utilities.

Higher financing requirements pushed up bond costs, too.

Q- DOES UNCERTAINTY WITH RESPECT TO WEATHER INCREASE

RISK?I
I

\

Yes. If it is too wet or if it is too dry, water utilities cannot expect to recover all of

their fixed costs. If it is too wet, sales of water decrease and fixed costs expected

to be collected in commodity charges are not received. If it is very dry, there may

be forced or voluntary conservation and reductions in supplies of water that reduce

potential sales. There is risk of unexpected cost increases and risk of full recovery

of fixed costs.

1

2

3

4

5

6

7

8

9

10 Q-

11

12 A .

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

Q- Is ARIZONA-AMERICAN MORE RISKY THAN THE WATER

UTILITIES IN THE SAMPLE YOU HAVE USED TO DETERMINE
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EQUITY COSTS?

Yes. Arizona-American has a number of factors that makes it more risky. It is

more leveraged than the four water utilities in the sample, must make larger,

uncertain investments to meet a new federal arsenic requirement and operates in a

state where historic test years instead of future test years are used to set rates.

These factors increase Arizona-American's risk and required ROE.

Q- WHAT is THE IMPACT OF LEVERAGE ON RISK?

Leverage increases risk. It is often useful to categorize risks into business risk and

financial risk. The more debt a firm has, the more financial risk it has. Business

risk is not affected by the amount of leverage, but if a firm has more debt and less

equity than another Finn with the same amount of business risk, the more

leveraged firm will be more risky.

Q- DOES A FIRM'S COST OF EQUITY CHANGE WITH CHANGES IN

LEVERAGE?

Yes. Financial principles indicate unequivocally that if two firms have the same

level of business risk, the Finn with more debt has a higher cost of equity. In past

cases, witnesses for Staff and RUCO have recognized this fundamental finance

principle.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Q. DOES ARIZONA-AMERICAN HAVE MORE LEVERAGE THAN THE

AVERAGE WATER UTILITY IN THE SAMPLE YOU HAVE ADOPTED

TO ESTIMATE DCF EQUITY COSTS?

Yes, it does. Table 1 shows Arizona-American's common equity ratio and the

average common equity ratio for the sample of water utilities I use to estimate the

cost of equity. Arizona-American is more highly leveraged.

1

2 A .

3

4

5

6

7

8 A .

9

10

11

12

13

14

15 A .

16

17

18

19

20

21

22 A.

23

24

25

26

Q- HAVE YOU PREPARED A TABLE TO SHOW HOW THE COST OF

EQUITY INCREASES As LEVERAGE INCREASES?
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Yes. Table 5 shows how the cost of equity increases as leverage increases. Based

on finance theory, I have assumed the overall incremental cost of capital stays the

same if a water utility takes on more financial risk than the average water utility.2

Arizona-American has an equity ratio of approximately 40% supporting its

operations. That 40% equity ratio compares to the average for the sample water

utilities of 50%. Table 5 indicates that with an equity ratio of 40% the cost of

equity for a water utility is expected to be 80 to 90 basis points higher than it is for

the average utility in the water utilities sample I use to determine DCF equityI
I

costs 1

Q-

I
BASED ON A CONSIDERATION OF FINANCIAL RISK, DOES

ARIZONA-AMERICAN REQUIRE A HIGHER ROE THAN THE WATER

UTILITIES IN YOUR WATER UTILITIES SAMPLE?

I
I
I

Yes, it does. In past cases, Staff has recognized that additional financial risk

justifies a higher than average ROE. Table 5 shows that the additional financial

risk of Arizona-American justifies a risk premium of 80 to 90 basis points. To be

conservative, however, I recommend adding only 60 basis points to recognize

Arizona-American's additional financial risk.

I Q-

I

PLEASE TURN TO YOUR COMMENTS ABOUT BUSINESS RISK. DOES

ARIZONA-AMERICAN HAVE LARGER AND MORE UNCERTAIN

INVESTMENT REQUIREMENTS THAN WATER UTILITIES NOT

OPERATING IN ARIZONA?

I A. Yes . A particular concern in Arizona is the federal govelnment's revision of the

1 A .

2

3

4

5

6

7

8

9

10

1 1

12

13 A .

1 4

15

16

17

18

19

2 0

2 1

22

23

24

25

26

2 The basis for this theory goes back to Franco Modi Iiani and Merton Miller, "The Cost
of Capital, Corporation Finance, and the Theory o? Investment," American Economic
Review, 48 No. 3 (June 1958), 261-297. Based on this theory, within a reasonable range
of common equity ratios, "leverage may not matter" and thus the incremental total cost of
capital will stay the same as leverage increases but costs will increase.
The analysis in Table 5 assumes
ratepayers.

. common e<E1ity
any tax-savlngs benefits of dh t are passed through to

1
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arsenic drinking water standard from 50 PPB to 10 PPB. Arsenic is naturally

occurring and is very prevalent in the southwestern region of the United States.

From a risk standpoint, this new regulation will have a much greater impact on

water companies in Arizona than on water utilities operating in other parts of the

country where arsenic is not a major concern. The utilities in the water utilities

sample used to make the benchmark DCF equity cost estimates do not face the

same level of exposure to this risk as do companies in Arizona. Thus, this new

federal requirement increases Arizona-American's risk when compared to the

water utilities in Table 1. With the more stringent arsenic requirement, Arizona-

American faces all of the risk that flows from having to make substantial new

investments to meet the EPA requirements. Above, I explained that when a utility

must make larger investments than other utilities, it becomes more risky.

Undoubtedly, Arizona-American will need to make relatively more investments to

meet the arsenic MCL than the utilities in Table 1 and thus it is more risky.

I
I

DOES BUSINESS RISK INCREASE FOR OTHER REASONS?

I
I

Yes. Risk also increases because Arizona-American's rates are set based on an

historical test period, with limited post test period adjustments. However, rate

relief must be requested prior to investments being made, if the utility is to recover

all of its costs. If such investments and operating costs are not recognized for

Arizona-American because of a strict adherence to an historical test period, the

uncertainty of the Company making its authorized ROE will increase substantially,

I
I

HAVE YOU ADJUSTED YOUR ESTIMATES OF EQUITY COSTS MADE

FOR UTILITIES IN YOUR WATER UTILITIES SAMPLE TO REFLECT

ARIZONA-AMERICAN'S GREATER BUSINESS RISKS?

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 Q.

16 A.

17

18

19

20

21

22 Q-

23

24

25 A.

26

No, I have not. It is my understanding that Staff has refused to adjust

recommended ROEs to recognize that water utilities in Arizona have the added
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business risks I have identified above. Thus, to eliminate an issue and to be

conservative, I have not included a risk premium for such added business risks in

my recommended ROE.

I Q- DOES ARIZONA-AMERICAN REQUIRE A RISK PREMIUM ABOVE

EQUITY COSTS FOR WATER UTILITIES IN YOUR SAMPLE?

I Yes. Considerations of financial risk alone justify an adder for Arizona~American

of more than 60 basis points and thus it is a conservative measure of the risk

premium that Arizona-American requires.I
I
I

DCF ANALYSES

DO YOU HAVE ANY GENERAL OBSERVATIONS ABOUT FINANCIAL

CONDITIONS AND FORECASTS THAT PROVIDE PERSPECTIVE

ABOUT THE COST OF EQUITY NOW FACED BY ARIZONA-

AMERICAN?I
I
I
I
I

Yes. Table 6 shows that, with the exception of 2000, interest rates for Baa

corporate bonds are forecasted to be higher than they were in every year since

1996. Although current yield for Baa bonds of 7.84% is within the range that

prevailed from 1996 to 2001, a consensus of institutional forecasts complied by

Blue Chip indicates Baa rates are expected to increase to 8.1% by early 2003 and

up to 8.2% in 2004. To the extent that changes in interest rates reflect changes in

costs of equity for Arizona-American, the Company's current cost of equity is no

lower today than it was during the last six years.

I Q- DO YOU HAVE ANY OTHER GENERAL OBSERVATIONS?

I
I

1

2

3

4

5

6 A .

7

8

9 v .

10 Q.

11

12

13

14 A .

15

16

17

18

19

20

21

22

23 A.

24

25

26

Yes. As shown in Table 7, authorized ROEs for larger Arizona water, sewer and

gas utilities (prior to the ROE award for Arizona Water Company's Northern

Group in December 2001) fell in a range of 10.5% to 12.0% when Baa rates fell in

a range of 7.22% to 8.37%. Also during the period 1997 to 1999, when Baa rates
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I reconsidered, and the Commission authorized a ROE of 11%.

I
I
I
I
I
I
I
I

Q- WAIT A MINUTE. STAFF HAS ARGUED THAT AUTHORIZED ROEs

SHOULD BE SET AT LOWER RATES TODAY THAN IN THE PAST.

ARE THERE ANY GENERAL CHANGES IN CREDIT CONDITIONS

THAT INDICATE THE COST OF EQUITY Is LOWER TODAY THAN IN

THE PERIOD 1996TO NOVEMBER 2001?

I
I

Q~ PLEASE PROVIDE AN OVERVIEW OF YOUR APPROACH TO THE

DETERMINATION OF DCF EQUITY COST ESTIMATES.

I
I
I

1 fell in a range of 7.22% to 7.88%, evidence supporting an appropriate ROE for

2 Paradise Valley Water (now Arizona-American)3 was presented, considered and

3 The equity cost

4 estimates I present below are consistent with current and forecasted Baa rates

5 being the same or slightly higher than rates prevailing when the 11% ROE for

6 Paradise Valley Water was established and the 10.5% to 12.0% range of R()Es

7 shown in Table 7 were authorized for other Arizona water, sewer and gas utilities.

8

9

10

11

12

13 A. No. Interest rates are not lower. And, if anything, the stock market is more

14 volatile and more risky. Recent Staff recommendations to set authorized ROEs at

15 much lower levels than in the past arenot the result of changes in interest rates or a

16 reduction in the risk faced by Arizona utilities. Instead, they are the result of

17 changes in the methods, opinions and assumptions now being used by Staff to

18 estimate equity costs.

19

20

21 A. An ROE for Arizona-American that is fair to ratepayers, allows Arizona-American

22 to attract capital on reasonable terms, and maintain its financial integrity is

23 Arizona-American's cost of equity. As I explained above, that return should be

24 commensurate with returns investors expect to earn on investments of comparable

25 risk. To estimate that cost of equity, the analyst requires market data that reveal

26 Paradise Valley Water's name was changed in 2001 to Arizona-American.
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I

I

I
I
I

investors' required returns, but such data are not available for Arizona-American.

There is no "pure play" company that is perfectly comparable to Arizona-

American. The water utilities in Table I, however, provide the same service and

thus provide a useful starting point in the detennination of Arizona-American's

cost of equity. As shown in Table 4, the utilities in the gas utilities sample used to

make additional equity cost estimates have beta risk and Safety Ranks comparable

to the sample water utilities and thus equity costs based on that gas utility sample

also provides another useful equity cost benchmark.

As explained above, Arizona-American is more risky than the sample water

utilities and gas utilities because it is more leveraged than the companies in Table

1. In this section of my testimony, determine average equity costs for the two

utility samples based on the DCF model. I also provide a check on that range of

equity cost estimates by computing internal rates of return for Middlesex Water

and Connecticut Water Service that are consistent with market data and reasonable

expected premiums if  those util it ies are acquired or in mergers. Arizona-

Amen`can's equity cost is higher than those benchmark estimates because it is

more risky and thus I add 60 basis points to those equity cost estimates to

determine the cost of equity for Arizona-American.I Q- PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST

OF EQUITY.I
I
I

1
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23

24

25

26

The DCF model computes the cost of equity as the sum of an expected dividend

yield ("D,/P0") and expected dividend growth ("g"). The expected dividend yield

is computed as the ratio of next period's expected dividend ("DI") divided by the

current stock price ("PT"). Generally, the constant growth model is computed with

fionnula (1) or (2):

(1) Equity Cost =
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+

+

(2) Equity Cost -.-- D1/P0 +  g

where D0/P0 is the current dividend yield and D1/P0 is found by increasing the

current yield by the growth rate. The DCF model is derived from the valuation

model shown in equation 3 below:

(3) P0 D,/(1+k) + D2/(1+k)2 + .. _ + DU/(1+k)",

or, alternatively,

(4) P0 = D1/(1+k) + D2/(l+k)2 E(P2)/(1+k)2,

where, if no premium price is expected,

(5) E(P2) = D3/(l+k) + D4/(1+k)2 + Dn/(1+k)",

and where k is the cost of equity, n is a large number, PT is the current stock price,

DH are the cash flows expected to be received in periods 1, 2, ... n,

respectively. In the case of an expected acquisition or merger, P, is the price the

investor expects to receive at the end of the second period (be it cash or the value

of securities offered in a merger).

DI: D29I
I
I
I
I
I
I

1
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26

Q- D o  Y O U  H A V E  A N Y  S P E C I A L  C O N C E R N S  W I T H  U S I N G  T H E  D C F

M O D E L  T O  E S T I M A T E  E Q U I T Y  C O S T S  F O R  W A T E R  U T I L I T I E S  A T

T H I S  T I M E ?

Yes. If investors believe a water utility is a potential merger/acquisition candidate,

its stock price will increase to reflect the probability and value expected from the

merger/acquisition. Table 2 reports premiums investors have recently received or

expect to receive from mergers and acquisitions have been in a range of 35% to

59%. With reference to equation (4) above, if investors expect similar premiums

for a water utility, the current price (Po) will be bid up to reflect the expected price

from the acquisition, E(P2), instead of the stream of future cash Hows shown in

equation (5). In such a situation, investors do not expect a simple pattern of

growth in cash flows. Therefore, the constant growth DCF model no longer
I
I
I
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I
I applies, and mechanical application of the constant growth DCF model will

understate the cost of equity.

Q- GIVEN YOUR CONCERNS WITH MARKET PRICES FOR WATER

UTILITY STOCKS REFLECTING POTENTIAL FUTURE PREMIUMS

FROM MERGERS, How HAVE YOU PROCEEDED IN THIS CASE?

I
I

I
I
I
I

Initially, I use data for the four water utilities in Table 1 and data for the gas

utilities in Table 3 to make DCF equity cost estimates with equation (2). Because

all water utilities may have prices somewhat biased upward as investors bid up

prices in anticipation of the next, currently unknown, acquisition offer, the DCF

equity cost estimate for the comparable risk gas utilities becomes very important in

my considerations. I also use equation (4) .- which is essentially the DCF model

written in a different way - to solve for the cost of equity ("k") as an internal rate

of return that equates the current price investors are willing to pay for Middlesex

Water and Connecticut Water Service with current dividends, initial and longer-

tenn estimates of dividend growth, and a range of premiums investors could

reasonably expect from future sales of those companies. As explained above, I

singled out Middlesex Water and Connecticut Water Service from the other water

utilities based on the relatively high price increases investors have paid for the

stocks of those companies in the last 3 years.

I Q- WHAT WATER UTILITY SAMPLE HAVE YOU USED TO MAKE YOUR

BENCHMARK DCF EQUITY COST ESTIMATES?

I
I
I

1

2
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6 A .
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26

I use the sample composed of American States Water, California Water Service,

Philadelphia Suburban Corporation and SJW Corp. As stated, these four

companies are all of the water utilities relied upon by Staff in it estimates of DCF

equity costs in the Green Valley Water Company case in February 2002 that have

more than 60% of their revenues coming from water utility operations, are not
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2

currently involved in merger transactions and are not likely acquisition candidates.

My DCF equity cost range for this sample is reported in Table 13.

3 Q. HOW DID YOU COMPUTE CURRENT DIVIDEND YIELDS?

4 A.

5

6

7
I
I 8

9

The current dividend yield ("D0/P0") is computed as the average of the highest and

lowest dividend yields during two periods ending in July 2002. The value for D0 is

computed as the sum of the current indicated quarterly dividend and the three prior

quarterly dividends for each stock. The high and low prices used to compute the

dividend yields are found from data for the most recent 3-month and 12-month

periods. Estimates of current dividend yields (in equation 1, "DO/P0") are reported

in Table 8.10

11 Q- HOW DID YOU ESTIMATE GROWTH RATES?

12 A.

I 13

14

15

16

17

18

19

In estimating growth rates, I assume investors rely upon an average of analysts'

forecasts of future sustainable growth and forecasts of future EPS growth when

they font their opinions about future expected growth prospects. To the extent

that past DPS and EPS growth provide an indication of future growth prospects,

analysts take such past information into account when they form their forecasts of

the future.4 Once such growth estimates are made, investors buy or sell shares of

the stocks until the expected return from the dividend yields plus the growth

projections equal the investors' discount rate.

20 Q» WHAT DO YOU MEAN BY THE "INVESTORS' DISCOUNT RATE"?

21

22
Journal of Portfolio Management (Spring

23 of earnings

24

I
I
I
I
I
I 25

4 This statement is consistent with an empirical study conducted by David A. Gordon,
Myron J. Gordon and Lawrence I. Gould "Choice Among Methods of Share Yield,"

1989), pp. 50-55. They found that a consensus
of analysts' forecasts per share for the next f ive years provides a more
accurate estimate of  growth required in the DCF model than 3 dif ferent historical
measures of growth. They explain that this result makes sense because analysts would
take into account such past growth as indicators of future growth as well as any new
information. As a result, one should expect analysts' forecasts of growth to be superior
measures of growth required by the DCF model.

26
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By "investors" discount rate" I mean the discount rate that is relevant for the

particular stock for the investors who last bought and sold it.5 It is the discount

rate that will just make the present value of all expected future cash distributions to

those investors equal to the market price for a share of stock. That discount rate is

also the cost of equity. It is the discount rate where the supply of shares of the

stock equal the demand for shares of the stock.

Q- WHAT is SUSTAINABLE GROWTH?

I Sustainable growth is a useful indicator of DCF growth that can continue for a

relatively long future period of time. Generally, it is derived by combining

expected growth from future internal sources (retained earnings) and expected

future growth from external sources (sales of common stock above book value).

Q- HAS THIS MEASURE OF DCF GROWTH BEEN DISCUSSED IN THE

FINANCE LITERATURE?

Yes, it has. Myron Gordon is sometimes called the father of the DCF model. In

his 1974 book,(' Gordon explains that sustainable growth can be expected to come

from two sources: from retained earnings ("BR" growth) and from sales of

common stock when prices exceed book value ("VS" growth) in the following

formula:

I
I
I

g = BR + VS,

where

1 A.

2

3

4

5

6

7

8 A .

9

10

11

12

13

14 A .

15

16

17

18

19

20

21

22

23

24

25

26

g

B

sustainable growth,

the retention ratio,7

5 These investors are called the "marital" investors. Other investors, not on the margin,
may have higher discount rates and t us do not buy the stock or lower discount rates and
thus retain their positions in the stock.

6 M. J. Gordon, The Cost of Capital to a Public Utility (Michigan State University, 1974).

7 The retention ratio is computed as (1 - the ratio of dividends divided by earnings).
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Q- HOW DO YOU ESTIMATE EXPECTED BR GROWTH?

1 the expected rate of return on common equity,

2 1 - (book value/market value), and

3 the fraction of new common equity investors expect a water utility to

4 raise from selling more common stock.

5 Gordon explains why VS growth can be expected when market prices exceed book

6 value but why VS growth is not expected to come into play when market prices are

7 below book values.

8

9 A. It is investors' expectations of what the retention ratio ("B") and the expected

10 return on common equity ("R") will be in the futurewhich determine this portion

l l of expected sustainable growth. Multiplying B times R gives the estimate of future

12 sustainable growth from retained earnings. Investors look for measures of future

13 growth when pricing stocks. I have used Value Lineprojections of future returns

14 on equity, future dividends per share and future earnings per share to make the

15 forecasts of BR growth when they were available. This information is probably the

16 most widely available source of forecasted earnings and retention ratios available

17 to investors. For SJW Corp, I have based my estimate of BR growth on an average

18 of historical data because Value Line forecasts are not available. The estimates of

19 BR growth for each of the sample water utilities and the sample average are

20 reported in Table 9.

21

22

23 A. Yes. My estimates of VS growth for the sample of water utilities are presented in

24 Table 10. Water utilities in the sample have sold stock at prices in excess of book

25 8 The averages are based on past DPS, EPS and ROEs for the period 1996 to 2000.
Retention ratios assume past oath in DPS and EPS continues for f ive years to be

26 comparable with the estimates 332 the other water utilities.

Q- HAVE YOU ESTIMATED vs GROWTH FOR THE SAMPLE WATER

UTILITIES?
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value in recent years and have thus achieved VS growth. Knowledgeable investors

would expect such VS growth in the future. Past history and available forecasts

indicate investors expect the water utilities in the sample to issue more shares of

stock over time. Thus, there will be a positive "S" in VS growth. Also, the

average current market-to-book ratio for the sample of water utility stocks is

approximately 2.0. Unless stock prices drop to less than half of their current

values, there will be a positive "V" for the foreseeable future.

Q. IN THE GREEN VALLEY WATER CASE, STAFF ARGUED THAT THE

FINANCIAL IMPLICATIONS OF A MARKET-TO-BOOK RATIO

GREATER THAN 1.0 Is THAT INVESTORS EXPECT THE SAMPLE

WATER UTILITIES To EARN BOOK RETURNS ON EQUITY GREATER

THAN THEIR COST OF EQUITY. DO YOU AGREE?

No. There are a number of reasons investors may bid up market prices for stocks

above book values other than an expectation that a water utility will earn more

than its cost of equity. In testimony presented before the Oregon Public Utilities

Commission, Mr. John Thornton, who is now the Commission's Chief of the

Accounting and Rates Section, listed the following six reasons: (1) public utility

commissions do not issues orders simultaneously in all jurisdictions, (2) not all of

a company's earnings are regulated, (3) regulatory expenses, revenue and rate base

adjustments may cause accounting returns to differ from those calculated on a rate

case basis, (4) actual sales do not equal sales assumed in a rate case, (5) market

expected ROEs change frequently while rate-case authorized ROEs do not, and (6)

regulated subsidiaries constitute only a piece of a holding company pie.9 While I

agree with Mr. Thornton that those six factors may explain a market price being

1

2

3

4

5

6

7

8

9

10

11

12

13 A.

14

15

16

17

18

19

20

21

22

23

24

25 .

26 d§Q§8833,8'éY Ber 9,
tiled by agency staff in Oregon Public Utility Commission case UM 903,

1998.
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above book value even if investors expect the water utility to earn no more than its

cost of equity, there are at least four more obvious reasons.

WHAT Is THE SEVENTH REASON?

As discussed above, the Arizona Constitution and decisions by the Arizona courts

require rates and revenue requirements to be based on the fair value of the utility's

property at the time of inquiry, not an OCRB. Thus, it is clear that in Arizona, at

least, investors should expect that market prices for shares of common stock for

utilities that have a FVRB that is larger than the OCR.B to exceed book values

even if the utility is earning no more than its cost of equity.

Q, LET'S TURN TO COMMON STOCKS IN YOUR SAMPLE THAT DO NOT

PRIMARILY OPERATE IN ARIZONA. WHAT ABOUT THEM?

There are least three other reasons that market prices will exceed book values even

in states where OCRB is the basis for regulation. The eighth is based on the

concept of opportunity cost. Table ll shows earned ROEs, authorized ROES and

market-to-book ratios for companies C. A. Turner included in its water utility

category and market-to-book ratios for 721 industrial companies in what Value

Line calls its Industrial Composite. This table shows that the level of market-to-

book ratios for industrial companies provides another explanation why market-to-

book ratios for water utilities exceed 1.0 even though water utilities have, on

average, earned less than their costs of equity. Quite simply, as the composite

market-to-book ratio for industrial companies has increased, so has the market-to-

book ratio for water utilities, but by less. Investors take into account alternative

returns that can be made from investing in industrial stocks, i.e., opportunity costs,

as well as ROEs earned by water utilities .
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26 A.

Q~ WHAT Is THE NINTH REASON?

It is that investors may expect a city or some other public entity to condemn all or
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Q- WHAT is THE TENTH REASON?

1 part of a water utility and that the public entity will be required by a court to pay

2 the utility the fair market value for it. Water utilities typically have assets that

3 have a value based on reproduction cost new that exceed book value. I have

4 testified on the value of water utility properties and electric utility properties in

5 various court cases in California, Utah and Oregon. Based on my experience, in

6 situations where only a portion of the utility is being condemned, valuations based

7 on both reproduction cost new less depreciation and the income approach indicate

8 utility property has a value well in excess of book value. Investors would be aware

9 that courts can be expected to award potential condemnation values well in excess

10 of book values even if the utility earns no more than its cost of equity.

l l

12 A. The tenth reason is based on investors recognizing merger and acquisition prices

13 reported in Table 2, that have been well above book values, can be expected if the

14 water utility is acquired. Three years ago, Value Line advised investors that those

15 acquisition prices could be as much as four times book value.'° With such

16 anticipated sale prices well above book values, a water utility would also be priced

17 above book value even if the water utility made no more than its cost of equity.

18 Naive arithmetic models may suggest market prices would not be above

19 book values unless investors expected water utilities to earn more than their costs

20 of equity. The ten reasons listed above explain why one should not be surprised to

21 find market prices exceed book values. Such naive models are too simple to

22 explain all of the things of importance to investors and why it is reasonable to

23 expect a positive value for "V" even if water utilities are expected to earn no more

24 than their costs of equity. If mechanically applied, such models would place

25 10 Value Line said, "Investors who hold shares of an acquisition target are poised to profit
handsomely, since some purchases have been for as much as four times book value."
Value Line Investment Survey,August 6, 1999,page 1405 (copy attached).26
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I
utilities at a disadvantage in competing for investment capital with industrials and

other unregulated companies, whose stock trades well above book value.

Q. IF YOU DID NOT INCLUDE AN ESTIMATE OF vs GROWTH IN YOUR

ESTIMATES OF SUSTAINABLE GROWTH, WOULD YOU HAVE To

ADJUST YOUR EQUITY COST ESTIMATES?

I Yes. If the sample water utilities are expected to issue more shares of common

stock in the future (i.e., "S" is expected to be positive), but VS growth is excluded

by the analyst, the exclusion of VS growth implies a hypothetical market price

equal to book value and thus the value for "V" would be zero, But if such a

hypothetical stock price is assumed for the sample water utilities, for consistency,

the hypothetical price should also be assumed to be equal to hook value to

compute dividend yields. In that case, the hypothetical stock price would be lower

and the dividend yield would have to double. This increase in average dividend

yield (of about 350 basis points) would more than offset the elimination of VS

growth (of approximately 130 basis points). Therefore, if consistent assumptions

are made and only BR growth is recognized in the DCF analysis for water utilities,

the implied average cost of equity increases by more than 200 basis points.

Q. DO YOU ADVOCATE USING SUCH HYPOTHETICAL PRICES IN THE

DCF ANALYSIS?

I

No. A market-based cost of equity estimate should recognize VS growth and real

market prices. The evidence indicates that investors can realistically expect both

V and S to be positive, and thus stock prices (and dividend yields) already reflect

expected VS growth. If investors expect VS growth for the water utilities sample

and it is not recognized by the analyst, the analyst's estimate of the cost of equity

will be biased downward.
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26 Q. SHOULD THE COMMISSION RECOGNIZE vs  GROW TH EVEN IF
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I

ARIZONA-AMERICAN DOES NOT PLAN TO ISSUES SHARES OF

COMMON STOCK TO THE PUBLIC?

I

Yes. VS growth is part of the growth investors could reasonably expect for the

water utilities' sample being used to estimate the equity cost, it has nothing to do

with whether Arizona-American does or does not issue shares of common stock.

If investors expect VS growth for the water utilities sample and it is not recognized

in the estimate of sustainable growth, the cost of equity for the sample water

utilities will be understated. The inclusion of VS growth is required to obtain a

correct estimate of the cost of equity.

Q. WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

Combining the evidence on expected VS and BR growth rates, the estimate of total

sustainable growth is 7.4%. That value is developed in Table 9.

Q~ ARE THERE OTHER.INDICATORS OF FUTURE GROWTH THAT

INVESTORS MAY RELY UPON WHEN PRICING SHARES OF WATER

UTILITY COMMON STOCKS?

I

I

I
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26

Yes. Other estimates of forward-looking growth available to investors are

analysts' forecasts of future EPS growth. Table 12 shows estimates of future EPS

growth rates reported by First Call for American States Water and Philadelphia

Suburban as well as the analysts' average forecast for the water utility industry.

There are few analysts that follow water utility stocks, and even if  there is a

reported five-year EPS forecast, it may be one made by a single analyst and thus is

not a consensus forecast. As a result, I have relied upon the industry average

forecast reported by First Call in my analysis instead of the limited data for the

companies. I have also considered Value Line's forecasts of EPS growth for the

water utilities for which those forecasts are available. The average of analysts'

forecasts and Value Line forecasts is 7.1% at this time, which is close to my 7.4%
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I
I

estimate of sustainable growth.

I
Q- H O W  D I D  Y O U  U T I L I Z E  T H I S  I N F O R M A T I O N  O N  D I V I D E N D  Y I E L D S

A N D  E S T I M A T E D  F U T U R E  G R O W T H  T O  M A K E  Y O U R  D C F

I

E S T I M A T E ?

I adopted an average of my estimate of sustainable growth and analysts' forecasts

of growth to determine an overall average growth of 7.2%. I then used the

constant growth DCF model specified in equation (1) to compute the DCF equity

cost range for the water utilities sample. Table 13 shows the application of this

specification of the DCF model to determine the estimated equity cost of 11.1%

for the water utilities sample.

This estimate of the cost of equity for the water utilities sample, however,

understates Arizona-American's equity cost. As explained above, Arizona-

American is more leveraged and thus its cost of equity is at least 60 basis points

higher than the cost of equity for the typical water util ity in the sample.

Recognizing the premium for this added risk, the information for the sample water

utilities indicates the cost of equity for Arizona-American is 1 1.7%.

I
I
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19 A .
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25

26

DID  Y OU DE V E L OP  A  S E COND E S TIMA TE  OF THE  COS T OF  E QUITY

W I T H  T H E  D C F  M OD E L ?

Yes. Another benchmark DCF estimate of the cost of equity was derived from

similar data and a comparable analysis for the sample of gas utilities in Table 3.

Table 4 shows the average gas utility in that sample has approximately the same

risk as the average utility in the water utilities sample. The utilities in the gas

utilities sample are all of the gas utilities relied upon by Staff to detennine equity

costs in the Black Mountain Gas Company rate case, Docket No. G-037()3A-0l-

0263, that have at least 60% of their revenues from gas operations (as reported by

C. A. Turner Utility Reports), are not being investigated for fraud, are not a gas

I
I
I
I
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I
I

producer and have at least one bond rating of A or better published by Moody's or

S&P. To be conservative, I reduce the equity costs for the gas utilities sample by

50 basis points to determine another estimate of the required ROE for a water

utility of risk comparable to the water utilities sample. I then add 60 basis points

to the adjusted equity cost estimate to determine another equity cost estimate for

Arizona-American.

Q. WHERE DID YOU CALCULATE DIVIDEND YIELDS FDR THE GAS

UTILITIES SAMPLE?

Table 14 shows the calculation of current dividend yields for the three-month and

the twelve-month periods ending in July 2002.

Q. WHAT Is SHOWN IN TABLE 15?

Table 15 shows my calculations of BR growth based on Value Line forecasts for

utilities in the gas utilities sample, VS growth and average sustainable growth.

used the same method to compute BR growth for the gas utilities that I used to

compute BR growth for the utilities in the water utilities sample.

I

I
Q. WHERE DID YOU DEVELOP THE ESTIMATES OF vs GROWTH?

I
In Table 16. Because the gas utilities are not expected to issue as many shares of

common stock as the utilities in the water utilities sample and have lower market-

to-book ratios, the estimated VS growth is smaller than it is for the water utilities .

Q- WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

5.9%. That growth rate for the gas utilities is developed in Table 15.

I
I
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24 A.
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Q- HAVE Y()U ALSO EXAMINED ANALYSTS' FORECASTS OF FUTURE

EPS GROWTH?

Yes, I have. Analysts' forecasts of EPS growth for the next five years are

available to investors from a number of sources. Table 17 shows averages of

analysts' forecasts as reported by First Call as well as forecasts published by
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I

ValueLine. The average of those forecasts is 6.4%.

WHERE DO YOU REPORT THE RESULTS OF YOUR DCF ANALYSIS

FOR THE GAS UTILITIES?

Table 18 reports the results of the DCF analysis for the gas utilities sample. In

making these estimates, I have adopted a growth rate of 6.l%, the average of the

estimates of sustainable growth and analysts' forecasts of growth. To determine

the equity cost that is a proxy for the cost of equity of the water utilities sample, I

reduced the equity cost estimates shown in Table 18 by 50 basis points, but then

add 60 basis points to reflect the higher financial risk of Arizona-American. These

data indicate that Arizona-American has an equity cost that falls in a range of

12.0% to l2.l%.

Q~

I

PLEASE TURN TO YOUR ANALYSIS OF EQUITY COSTS FOR

MIDDLESEX WATER AND CONNECTICUT WATER SERVICE. WHY

ARE YOU CONCERNED ABOUT INCLUDING THEM IN THE SAMPLE

YOU USE TO ESTIMATE EQUITY COSTS WITH A STANDARD DCF

MODEL?

I
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I am concerned because a standard version of the constant growth DCF model

produces implausible equity cost estimates. The estimates are implausible because

they are below the cost of investment grade bonds. This can be seen by calculating

equity costs for them with data previously presented by Staff in the Green Valley

Water Company rate case. In that case, Staff estimated these companies would

have approximately 4% growth. Table 19 shows the range of prices paid for

shares of Connecticut Water Service and Middlesex Water during the last three

months. With average dividend yields of 3.28% and 3.84%, the constant growth

DCF model would indicate the equity cost for those companies would fall in a

range of 7.4% to 8.0%. Such an equity cost range is not credible when the market
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cost of investment grade bonds is currently 7.84% and is expected to rise to 8.2%.

See Table 6. Obviously, something else must be going on in the minds of

investors. Risk adverse investors would not bid up stock prices so high that they

expect a return from common stocks that is about the same as the return on lower

risk bonds.

Q- WHAT DID YOU DO?

I

I used a different approach to estimate a range of equity costs for Middlesex Water

and Connecticut Water Service based on evidence that indicates their stock prices

include an anticipated stock price premium resulting from either a future merger or

being acquired. Table 2 shows that from 1999 to the present, there have been a

number of mergers and acquisitions in which investors have received premiums of

between 35% and 59% at the t ime the merger/acquisit ion were concluded.

Between December 1998 and December 2001, re-invested returns for American

Water Works, American States Water, California Water and Philadelphia

Suburban increased by 32.3%. During that same period, Middlesex Water's

common shares provided a re-invested return of 59% and Connecticut Water

Service shares provided a re-invested return of 89%, increases that were 20% and

39%, respectively, higher than the average increases for other water utilities. The

obvious explanation for the above-average increases in common stock prices for

Connecticut Water Service and Middlesex Water is that investors expect them to

be acquired at a premium or receive favorable compensation from a merger similar

to those premiums received by the water utilities listed in Table 2.
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Q- Is IT REASONABLE FOR INVESTORS TO EXPECT SUCH PREMIUMS?

Yes. As mentioned above, three years ago Value Line advised investors that

owners of water utilities that were acquired could receive premiums of as much as

four times book value. Value Line Investment Survey, August 6, 1999, page 1405

FENNEMORE CRAIG
A PROFESSIONAL CORPDRATION

PHQENIX
37



I

(copy attached). More recently, Value Line has pointed out on numerous occasions

that the smaller water utilities are logical merger/acquisition candidates and that

such mergers are justified by potential cost savings, obtaining more customers and

greater geographical diversity. The cost savings are expected from economies of

scale, synergies and lower costs of financing that are available to larger firms. See

Value Line Investment Sun/ey, May 3, 2002, page 1420 (copy attached).

Q- HOW DID YOU ESTIMATE THE RANGE OF EQUITY COSTS FOR THE

TWO WATER UTILITIES?

I based my estimates on the version of the DCF model I have identified as

equation (4) above and assumed investors expect to receive a premium price when

the stock is sold. I compute that premium price by increasing the price that would

be computed with equation (5) by a potential range in premiums investors could

expect based on past premiums reported in Table 2. In order to determine the

equity cost, I solve for the internal rate of return that makes the expected cash

flows on the right-hand side of equation (4) equal to the price investors are willing

to pay today, PT on the left-hand side of equation (4).

Q, WHAT Is SHOWN IN TABLE 19?

To avoid potential bias by choosing a "spot" price and to avoid potential criticism

by using an average price, I have computed the equity cost estimates assuming the

current price (PO) is either the highest or the lowest price during the last three

months. Table 19 also shows the price that would be paid to buy one share of

stock of each company at the highest and the lowest prices during the last 3

months and the dividends received from the two shares.
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Q, WHAT IS SHOWN IN TABLE 20?

Table 20 shows the results of my internal rate of return analysis. I do not know

exactly what premiums investors expect to receive when and if the stocks are
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acquired or the Company's merge and thus have made my analysis with ranges of

premiums and ranges of time in which the acquisition/merger is expected to occur.

I have assumed investors expect to receive a premium within the range of

premiums shown in Table 2 that owners of other water utilities received. I have

also assumed the acquisition/merger is expected tO occur between two and three

years into the future.

Q. WHAT GROWTH RATES HAVE YOU ASSUMED?

There are no widely-available forecasts of DPS growth for either water utility.

Thus, for this analysis, I assume Middlesex Water and Connecticut Water Service

initially achieve the projected DPS growth Staff relied upon in the Green Valley

Water Company case, as reported in Staff Schedule JMR-4, and further assume

that rate of growth continues until the time of the merger. For the terminal growth

rate, I assume investors expect these utilities to realize the forecasted industry

average growth in EPS of 6.75% provided by First Call and reported in my Table

12.
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Q- GOING FROM LEFT To RIGHT, PLEASE EXPLAIN EACH ENTRY ON

THE FIRST LINE OF TABLE 20.

The first entry is the assumed initial growth in DPS of 3.I3%, the projected DPS

growth rate Staff relied upon in the Green Valley Water Company case. The

second entry is the terminal growth of 6.75%. It is used to determine the tenninal

price of the stock (see equation (5) above) that would occur if investors did not

expect a premium when the stock is sold. The third entry of 35% is the smallest

premium from Table 2. The fourth entry is the current dividend, in terms of the

DCF models presented above, it is D0. Because I have assumed one share of each

stock is owned at the beginning of the period, the combined dividend is $1.64.

The fifth entry is the number of years assumed before the merger or acquisition, in
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1

2

3

4

this case a three-year period. The sixth entry is the outlay made at the start of the

period to buy one share of each stock. Entries 7, 8 and 9 are the positive cash

flows investors would expect to receive with the various assumptions. To be

conservative, all cash flows are assumed to be received at the end of the years.

The final cash flow includes dividends for the year as well as the sale of the stock

at a 35% premium over what the price would have been if investors did not expect

to sell it at a premium. The final two entries are estimates of the cost of equity.

The first of the Wo is a trial equity cost value that I adjusted until it equaled the

internal rate of return computed from the indicated cash flows .

/
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Q. WHAT DO YOU CQNCLUDE FROM YOUR INTERNAL RATE OF

14
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1

RETURN ANALYSIS? .

I conclude that if investors expect premiums from the sale of these stocks that fall

within the range of premiums received in recent past mergers and acquisitions, and

if those investors also expect growth in dividends that I assumed, the average

equity cost for Middlesex Water and Connecticut Water Service falls in a range of

10.4% to 13.2%. These values, of course, depend upon the assumptions beiNg

made. While I think the assumptions I have made are reasonable and consistent

with available evidence, I do not give this analysis the same weight I give my DCF

equity cost estimates. I .do .note,.however, that my estimated DCF equity cost

range for the water utilities sample of 11.1% to 11.5% falls well within the range

of 10.4% to 13.2% and thus this evidence. on the cost of equity for Middlesex

Water and Connecticut Water Service is not inconsistent with my other DCF

estimates.

-<22

23

1*2. Q" 25

26

VI.

Q-

RISK PREMIUM ANDCAPM ANALYSES

DOES COMMON STOCK. REQUIRE A RISK PREMIUM WHEN

COMPARED TO BONDS?
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Yes. There are legal, theoretical and empirical reasons common stock requires a

higher return than bonds. Debt payments take precedent over distributions to

common stock holders and thus a positive risk premium is expected when

determining Arizona-American's cost of equity. Such a risk premium combined

with a forward-looking estimate of the cost of debt provides the basis for a risk

premium estimate of the cost of equity.

Q- DO YOU EXPECT RISK PREMIUMS TO BE CONSTANT?

No. The theoretical work of Gordon and Halpern,'1 and numerous empirical

studies, including a 1989 study by the staff of the Oregon Public Util ity

Commission, a 1993 study by the staff of the Virginia State Corporation

Commission, and a 1997 decision of the California Public Utilities Commission

indicate that changes in the cost of equity, while moving in the same direction as

changes in interest rates, are generally smaller than associated changes in interest

rates. Thus, risk premiums change in the opposite direction to changes in interest

rates. In  the past ,  I  have conducted empir ica l  stud ies for gas ut i l i t ies,

telecommunications companies, and electric utilities which corroborate the Gordon

and Halpern theory.

I HOW is THE BALANCE OF THIS SECTION OF YOUR TESTIMONY

ORGANIZED?

I present three equity cost estimates that were made with the risk premium

approach. These approaches are based on the assumption that risk premiums

which have occurred in the past can be expected to continue into the future. Also,

to be complete and provide perspective, I present an estimate of the cost of equity

made with the CAPM that is based on updates of methods Staff has used in the

I
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11 "Bond Share Yield Spreads Under Uncertain Inflation," American Economic Review,
66 4 (September 1976) 559-565.
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I past to implement the model.

Q- PLEASE EXPLAIN YOUR FIRST RISK PREMIUM ANALYSIS.

I
The first analysis is presented in Table 21. Initially, I combined data on past

returns earned by water utilities" and Baa corporate bond rates to determine the

past relationship between interest rates and realized returns for water utilities.

Panel A of Table 21 shows that realized ROEs for water utilities have decreased

I

less than yields on Baa corporate bonds.

Next, in this study and the second risk premium study, I assumed that ROEs

authorized by regulatory commissions provide, on average, unbiased estimates of

the cost of equity facing the utilities at different points in time. Every commission

decision will not provide every utility its cost of equity, but given the goals and

responsibilities of regulatory commissions, one should expect that, on average, the

cost of equity is awarded and thus the various commission determinations provide

an unbiased source of data to conduct the risk premium analysis. In Federal

Energy Regulatory Commission Docket No. ER93-465-000, et al., the Financial

Analysis Branch of FERC also adopted state regulatory commission

determinations of authorized ROEs to determine risk premiums for their cost of

I
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equity analysis.

Data shown in Table 11 indicate that, on average, water utilities have

earned 88 basis points less than their authorized ROEs during the period 1991-

2001. For the analysis in Table 21, I made the conservative assumption that, on

average, costs of equity equal authorized ROEs and are 40 basis points higher than

realized ROES to compute the risk premiums .

Panel A shows that when Baa corporate bond rates dropped by 83 basis

12 The data were compiled by the Water and Natural Gas Branch of the California Public
Utilities Commission and are reported in Table 2~4 of its report in Application 01-10-028,
dated March 2002.
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I
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points, ROEs dropped by 30 basis points and risk premiums increased by 53 basis

points. In relative terms, those changes mean that for every 100 basis point

decrease in the Baa bond rate," the risk premium has increased by 64 basis points.

Panel B of Table 20 takes the data for water utilities developed in Panel A

and combines it with a range of consensus forecasts of the Baa bond rates

compiled by Blue Chip in June 2002 for the period 2003 to 2004 to compute a

forecasted range of equity costs for a typical water utility. That range of

forecasted future Baa corporate bond rates combined with the past relationship

between Baa corporate rates and water utility ROEs indicates an estimated equity

cost of 11.4%. In July 2002, as reported in Table 6, the actual Baa/BBB utility

bond rate was 7.84%. With that current Baa/BBB bond rate, the indicated cost of

equity for a typical water utility is 11.3%.

13 Q- PLEASE EXPLAIN YOUR SECOND RISK PREMIUM ANALYSIS.

14 A.

15

16

17

I 18

19

20

21

22I
I 23

24

A second risk premium analysis was made using data for gas distribution utilities.

As in the prior study, ROEs authorized by regulatory commissions for different

utilities at different points in time are assumed to equal, on average, the respective

costs of equity. My analysis was made with the following model:

RPi = A0 + ( AL x Baal ),

where RP,~ is the risk premium computed by subtracting the measure of the interest

rate (Baa corporate bond rate) f rom the authorized ROE for the particular

commission decision, and A0 and A, are the parameters estimated with a statistical

regression. If - as expected - risk premiums increase when interest rates fall, the

estimated slope (i.e., AL) will be negative.

The results of the regression are shown in Table 22. I used data for 454

25

26

13 For the last 25 years and 15 years, S&P's average BBB corporate bond rates have been
virtually the same as yields on Moody's Baa utility bonds, thus I use the term "Baa bond
rates" interchangeably.
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I

different litigated decisions during the period 1982 to 2002 to establish a database

for this analysis. The -.51 value for the "slope (AL)" coefficient means that as Baa

corporate bond rates fall, the risk premium goes up. The large t-statistic of -51.4

provides statistical support for a conclusion that risk premiums vary inversely with

interest rates. The regression result also indicates costs of equity for gas utilities

move in the same direction as changes in interest rates but change approximately

half as much as the cost of Baa bonds.

The results in Table 22 are used to estimate the range in which the cost of

equity for a typical water utility falls at this time. In making that estimate, as

before, I assumed that the cost of equity for a typical water utility is 50 basis points

less than the cost of equity for the typical gas utility. After removing 50 basis

points, the evidence in Table 22 indicates an equity cost range of 10.9% to 11.0%

for the water utilities sample. This evidence is used to estimate Arizona-

American's cost of equity by adding 60 basis points to the estimate of the cost of

equity for the water utilities sample to account for Arizona-American's additional

financial risk. That calculation indicates Arizona-American has a cost of equity

that falls in a range of 11.5% to 11.6%.

I Q- PLEASE DISCUSS YOUR THIRD RISK PREMIUM ANALYSIS?

I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

My third risk premium estimate is made from historical data on actual returns for

Moody's gas distribution utility stock index and Baa corporate bond rates for the

period 1954 to 2000 displayed in Table 23. In this analysis, I recognized that

while realized risk premiums over short periods may differ substantially from

investor expectations, over a long period such as 1954 to 2000, the average

difference between realized premiums and expected premiums is expected to

converge. Thus, the average of annual total market returns on the gas utility stock

index less the yield on Baa corporate bonds for the period provide data to derive an
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1

2

3

I
I
I
I
I 4

5

6

7

I 8

estimate of the average risk premium investors have demanded in the past.

Assuming investors require the same risk premium in the future as in the past, with

a forecasted range of 8.1% to 8.2% for Baa corporate bonds, the estimate of the

cost of equity for a typical gas distribution utility falls in the range of 11.8% to

11.9%. Again assuming a conservative 50 basis point difference between the

required ROE for gas and water utilities, the indicated cost of equity for a typical

large water utility falls in the range of 11.3% to 11.4% and Arizona-American's

equity cost falls in a range of 1 l .9% to 12.0%.

9 Q. HOW DID YOU CONDUCT YOUR CAPM ANALYSIS?

10 A.

11

12

13

14

15

16

17

18

19

The capital asset pricing model is written as:

Equity cost= RF + [3 x MRP,

where RF, [3 and MRP are discussed below.

There are a number of different ways to implement the CAPM. To be

conservative and to reduce controversy, I have implemented the model as was

done by Staff in the Green Valley Water Company rate case, with one exception.

The exception is my choice of a long-term Treasury security as the measure of the

"RF", the risk-free asset (i.e., an asset with a beta of zero). Staff adopted

intermediate-term Treasury securities as its measure of RF.14 The current yield, as

of July 25, 2002, on long-term Treasury bonds of 5.3% is adopted as the expected

20

21

22

23

24

25

14 Results of empirical studies of the CAPM and modification of the assumptions of the
original (Sharpe-Lintner) CAPM both indicate the required return for the zero beta asset
is higher than the yield on long-term Treasury securities and even higher than the return
on intermediate-term Treasu notes or Treasury bills. The empirical results mean that
equity costs for low beta sto p (such as most utility stocks) will be under-estimated if an
asset with a relatively low return is adopted as the zero-beta asset. To be conservative, I
have adopted the return for the Treasury security with the highest published return. It
should be recognized, however, that my choice will bias downward equity cost estimates
for low beta stocks and thus my CAPM estimates are conservative. Staff's choice of an
intermediate-term Treasury security return as the measure of RF will be even further
biased downward than my estimates.

I
I
I
I
I
I
I
I

26
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I return for that long-term Treasury bond.

Q- WHAT DO YOU ADOPT AS YOUR ESTIMATE OF B?

A. Staffs implementation of CAPM requires an estimate of B, the beta-risk of the

typical water utility at issue. I have adopted an average of the betas reported by

Value Line in its Standard Edition for American States, California Water and

Philadelphia Suburban as my estimate of beta risk. These betas are widely

available and would be known by investors. They are reported in Table 4. An

average of these beta estimates is .62.15

Q, WHY HAVEN'T YOU CONSIDERED BETA ESTIMATES FOR THE

WATER UTILITIES IN VALUE LINE'S SMALL AND MID-CAP

EDITION?

1

2

3

4

5

6

7

8

9

10

11

12 A.

I
I
I
I
I
I 13

14

15

16

17

18

19

20

21

Value Line publishes betas for Connecticut Water Service, Middlesex Water and

SJW Corp in its Small and Mid-Cap Edition (formerly the Expanded Edition). The

academic literature indicates, however, that those beta estimates will be biased

downward because they are estimated with weekly data. Smaller companies

typically have stocks that are not traded as often as larger stocks. Richard Roll

concluded, "trading infrequency seems to be a powerful cause of bias in [beta] risk

assessments with short-interval data. Rather severe bias is induced in daily data

and the bias is still large and significant with returns measured over intervals as

long as one month.'6 Ibbotson Associates have reached the same conclusion and

have explained that for relatively small, thinly-traded stocks .... such as Connecticut

22

I
I
I
I
I 23

15 The approach taken here recognizes that Value Line betas are probably the most widely
available estimates of betas available to investors. To the extent that investors consider
betas when pricing common stocks, it is assumed that this source of data is relied upon.

24

25
16 Richard Roll, "A Possible Explanation of the Small Firm Effect," October, 1980,
unpublished manuscript, Graduate School of Management University of California Los
Angeles.

26
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Water Service, Middlesex Water and SJW Corp -- superior estimates of betas can

be made with annual data instead of weekly data used by Value Line." Based on

this expected bias, I have excluded beta estimates for these small water utilities .

I
I
I
I
I
I

Q- HOW YOU ESTIMATE THE EXPECTED MARKET RISK

PREMIUM?

DID

I

Q- WHAT is YOUR ESTIMATED CAPM RANGE?

Equity cost
9.9%

13.0%

RF
5.3%
5.3%

+
+
+

[3 X
.62 X
.62 X

MRP
7.4%
12.4%

I
I

1

2

3

4

5

6 A. There are a number of ways the expected market risk premium, MRP, could be

7 estimated. Again, to be conservative and to reduce controversy, I used the

8 methods Staff adopted in the Green Valley Water rate case to estimate a range of

9 expected market risk premiums with updated data. One estimate of the MRP is the

10 long-term average market risk premium reported by Ibbotson Associates. Using

l l the long-term Treasury as the measure of RF, the most recent estimate of that long

12 term average is 7.4% for the period 1926-2001 (2002 SBBI Yearbook, Table 9-1).

13 Staff also made an estimate of the current expected MRP from projections

14 Value Line makes for the stocks it follows. As of July 19, 2002, Value Line's

15 projected return for an average stock was l7.7%. Backing out the estimate of the

16 long-term Treasury rate of 5.3%, the implied current market risk premium is

17 12.4%.18

18

19 A. That CAPM range for an average water utility is found as follows:

20

21

22 Arizona-American is more leveraged than these publicly-traded water utilities.

23 Adding 60 basis points to reflect the higher financial risk of Arizona-American,

24 17 Ibbotson Associates, Stocks, Eons, Bil ls, and Inf lat ion Valuation Edit ion 2002
25 Yearbook, page 130.

26
18 The value of 17.7% is computed as (l.80)'\(l/4)-1 plus 1.9% based on Value Line's
projections on July 19, 2002.
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I the evidence for CAPM indicates the Company has an equity cost that falls in a

range of 10.5% to l3.6%. All of my equity cost estimates for Arizona-American

fall within this rather wide range and the mid-point of the CAPM range is above

the mid-point of my other equity cost estimates .

It is difficult to make equity cost estimates with the CAPM because there is

no "best" method to implement the model. And even with the limited choices

made here, the CAPM produces a wide equity cost range of 310 basis points. Had

other implementation methods been included in my analysis, the range would have

been larger. Because Staff has used CAPM in the past, I have presented this

CAPM estimate of the cost of equity for perspective, but give it no weight in my

determination of the cost of equity for Arizona-American.

r

I
VII.

Q-

SUMMARY AND CONCLUSIONS

HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR EQUITY

COST ESTIMATES?

Yes. The various equity cost estimates I made are summarized in Table 24.

Q, WHAT EQUITY RETURN DO YOU RECOMMEND THE Commission

APPROVE FOR ARIZONA-AMERICAN?

I have determined that Arizona-American's cost of equity falls in a range of 11.5%

to 12.1% if 60 basis points are added to benchmark equity costs to account for

Arizona-American being more leveraged than the water utilities sample. I

recommend the Commission authorize Arizona-American an equity return of no

less than ll.5%, the bottom of that range. That return together with a 40%/60%

equity/debt capital structure, discussed in Mr. Stephenson's direct testimony, and

Arizona-American's embedded cost of debt should be used to determine the fair

rate of return.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 A .

16

17

18 A .

19

20

21

22

23

24

25
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I DETERMINE RATES FOR ARIZONA-AMERICAN?

Yes, it should be. As an economist reading the various Arizona court decisions,

the determination of the fair RUR and the FVRB should be independent of one

another. It is not appropriate to first determine the dollar return that would occur if

the ROR were multiplied by an OCRB and then solve for the ROR that produces

the same dollar return when multiplied by the FVRB. Such an approach would

effectively ignore the FVRB, and rely on the OCRB to set rates - an approach

Arizona courts have disapproved.

Q- DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

Yes .

1359537.1

I

I

1

2 A.

3

4

5

6

7

8

9

10 A .

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26
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ZEPP DIR. EXH. 1
(Attachments 1 and 2; Tables 1-24)
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1 Attachment 1

August 6, 1999 WATER uTIuTv INDUSTRY t 405
Large companies in the Water Utility Industry

are continuing to benefit from long-term consoli-
dation trends. In addition, small- and medium-
sized water utilities are beginning to be acquired
by electric and energy utilities at handsome pre-
miums.

A cloud continues to hang over the industry, as
tort litigation in California has many water utili-
ties edgy. Injuries rule against those local utilities,
the fallout could be costly.

Although water utility stocks are ranked to un-
derperform the market, they provide conservative
investors an opportunity to capture good yields
with less risk

I

though no contract or law was breached) underway in
California. The plaintiffs her in that state has organized
and commenced tort lawsuits against several public and
private community water systems for allegedly deliver-
ing contaminated water, although the companies claim
to be in full compliance with state and federal standards.
The possibility that judgments could be made against
water utilities even though they have broken no law is
disturbing for the industry. If these cases succeed, the
potential fallout could be higher costs for water utilities
in order to defend these kinds of lawsuits, which could
occur in other states. Also, these companies may be
forced to pay large settlements. Fortunately for the
industry, the California Public Utilities Commission is
investigating the adequacy of existing drinking water
standards and has temporarily put a stop to judicial
proceedings.

i

I
I

Industry Consolidation
For the most part, water utilities stand as the last true

American monopoly. Water companies face little or no
competition for water services in a given locale because
the barriers to entry are very high. Consequently, large
companies looking for earnings growth find that acqui-
sitions are the best way to accomplish this goal. Also,
acquisitions help to diversify the larger company, allow~
in it exposure to different geographic regions, which
can be beikf ic id when one area of the country is
struggling. Takeover targets tend to welcome this ar-
rangement because they generally need the extra capital
to replace and upgrade existing water distribution net-
works, since a foot of pipe that cost $1 to install a
hundred years ago now costs approximately $100.

An interesting phenomenon in the Water Utility In-
dustry is the takeovers by energy companies and electric
uti l i t ies. Energy and electric. uti l i t ies have much in
common with water cornpaniezz. All three groups plan for
capi tal  investments in distr ibut ion systems, read
meters, bill customers, and deal heavily with regulators
and local laws. By acquiring small- and medium-sized
water utilities, these companies are creating economies
of scale, while providing their shareholders with diver-
sity and steadier revenues. Investors who hold shares of
an acquisition target are poised to profit handsomely,
since some purchases have been for as much as four
times book value. This kind of capital-appreciation po-
tential is unusual for this industx'55 which is marked by
slow growth and healthy yields.

Meet ing Government Regulat ions .
The Safe Drinking Water Act (SDWA), which was last

amended in 1996, has provided the basis for current
drinking water quality standards. It requires that the
Environmental Protection Agency work with state and
local authorities to select and test for five potential
contaminants every five years. The amended SDWA also
provided a $1 billion revolving loan fund to help local
communities to install and upgrade their treatment
plants to remain in compliance with drinking water
purity standards. Water companies spend anywhere
from 15% to 50% of their annual capital budgets to
remain in compliance with the SDWA. Many of the
companies made large investments to upgrade their
infrastructures earlier in the decade, so capital outlays
over the next 3- to 6~years should remain stable, or even
decline. The need to remain 'm compliance with the
SDWA is a primary driver for the present water utility
consolidation trend.

Investment Advice
The water company stocks included in this review are

not timely for year-ahead investment. Conservative in-
vestors might, however, and those equities with attrac-
tive dividend-growth prospects and favorable Safety
ranks a worthwhile investment notwithstanding the
aforementioned litigation.Tort Litigation

Most watg;._companies are keeping a watchful eye gr
tort litigation*-(4 civil lawsuit against a party even

Joseph 'Espaillat
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I Attachment 2

May 3, 2002 WATER UTILITY INDUSTRY 1420
Infrastructure costs in the Water Utility Indus-

try may rise dramoaticadly over the coming 20
years. As a result, larger companies are purchase
in smiler ones 'm an effort to achieve economies
of scale.

Water Utility stocks are ranked to underperform
the market over the coming 12 months. `

utilities within its state. In the context of regulatory
diversity, AmericanWater Works, American States Wa-
ter, and California Water should benefit from having
operations outside of California over the near term.

Industry Consolidation
Infrastructure costs in the Water Utility Industry will

likely rise considerably over the next 20 years. These
companies must maintain and upgrade their existing
systems continually in order to remain 'm compliance
with increasingly stringent rules issued by the Environ
mental Protection Agency (EPA) and local regulators.
Many of the facilities and pipes that treat and transport
water were constructed over 100 years ago. The costs of
replacing those systems are dramatically higher now,
even after adjusting for inflation. Also, the ongoing
depletion of nearby bodies of water forces many water
utilities to obtain water from more-distant soiirces at an
additional expense. Water is diiiicult and expensive to
transport, singpit is heavy and incompressible. Yet, the
utilities must keep up with the increasing demand for
drinking water, as the domestic population continues to
rise. All in all, industry sources estimate that in addition
to funds already being used to upgrade
water/wastewater systems, $140 billion to $500 billion
more will be needed to fix up the nation's water infra~
structure over the next two decades. A good deal of this
shoMall will likely be made up over time by increased
federal spending and higher water rates. Nonetheless,
water utilities will probably foot much of the bill.

Large-scale foreign acquirers have been very inter-
ested in domestic water utilities over the past few years.
Germany-based RWE AG is expected to complete the
purchase at' this country's largest investor-owned water
utility American Water Works, early next year. Foreign
utilities are attracted to the stable political environment
in the U.S. and vast consolidation opportunities. At
present, though, we expect the buying spree to moder-
ate, as these acquirers digest their recent purchases and
contend with water-related issues in their home coun-
tries.

SDWA Regulations .
The Safe Drinking Water Act (SDWA) 'of 1974

(amended in 1996) authorizes the EPA to work with
state and local governments to test for potential impu-
rities in driinkizng water. The EPA mandates what par-
ticular level of a certain contaminant is acceptable per a
sped5ed amount of water. Water utilities routinely
spend a considerable portion of their annual capital
budgets on efforts to stay in compliance with SDWA
guidelines. For example, California Water estimates
that it will cost S125 million over the next five years to
be in compliance with the EPA's new rule on the allow-
able level of arsenic in drinking water (10 parts per
billion). Water companies must also comply with the
Clean Water Act, and numerous state and local lowa.

Investment Advice .
The Water Utility stocks in this review are not tinnely

for year-ahead investment. Moreover, these issues are
currently trading at the high end of their historical P/E
ratios, as 'investors look for a secure dividend and good
takeover prospects. As such, we believe that there is
some downside risk here as equity markets improve,
because investors may become more willing to take on
additional risk and move their funds out of this sector in
an et°ort to pursue total-return prospects that are pres-
entiy not available in this industry

The costs of staying in compliance with drinking water
laws are particularly onerous for smaller regional .com-
panies because they have a lower customer base over
which to spread their outlays. Small and mid-sized
water utilities tend to welcome takeover o8'ers from
larger companies so that they can gain access to the
bigger firm's superior capital resources. The acquiring
company attempts to achieve economies of scale by
engaging in these transactions. Moreover, it looks to
gain greater geographic diversity that can reduce its
susceptibility to unfavorable weather patterns and po-
tentiadly burdensome local regulators. For example, The
California Pubs&Utilities Commission (CPUC) has un~
dergone many changes over the past couple of years, and
it is now less friendly to the business interests of the

Joseph Esp aillat
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Arizona-American Water Company

Table 1

Selected Characteristics of Water Utilities Sample

Companies in Sample-af

% S&P Moody's
Water Bond Bond

Revenues-w Rating-*" Rating-bf

Common
Equity
Ratio-°'

1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp

91%
100%
98%
98%

A+
AA-
AA-
NR

AL
Aar
NR
NR

45%
49%
48%
58%

Average of Four Company Sample 50%

Arizona-American-'w 40%

Companies Not in Sample-a/ Reason Not Included

I
American Water Works
Connecticut Water Service
Middlesex Water
Southwest Water

94%
100%
100%
42°/>

A+
NF(
A+
NR

AS
NR
AS
NR

merger in progress
anticipated merger
anticipated merger

% of water revenues

Sources:
_a/ List of water utilizes relied upon by ACC Staff in Docket No. W-01427A-01-0487
_b/ C.A. Turner Utility Reports, August 2002.
_c/ As reported for 2001 by Value Line August 2, 2002 or from SJW Corp SEC Form 10-K.
_d/ Company estimate.

8/05/02
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Arizona-American Water Company

Table 2

Premiums Received by Investors from Recent
Mergers and Acquisitions of Water Utilities

Approximate
Date of

Acquisition
or Merger

Highest Price
in Year Prior to
Announcement

Value at
Time of

Merger or
Acquisition Basis Premium

I
cash 35%

Company

Aquarion

United Water Resources

August 1999

July 2000 cash 41%

E-Town Year-end 2000 cash 41%

Dominguez stock 57%

Consumers Water

May 2000

March 1999 stock 59%I
I American Water Works Proposed

$27.40

$25.00

$48.30

$21 .50

$20.80

$34.00

$37.05

$35.30

$38.00

$33.75

$33.10

$43.00 cash 35%

Average Premium 45%

I

|
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Arizona-American Water Company

Table 3

|
I
I

Selected Characteristics of Gas Utilities Sample

Companies in Sample-

Percentage
of Gas

Revenues_b/

S&P
Bond

Rating_b/

Moody's
Bond

Rating_b/

1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 hw Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

60%
97%
90%
98%
67%
86%
100%

A-
A-
A+
A

AA-
A

AA-

AS
AS
AL
AS
Aar
AS
Aa2

Companies Not in Sample-" Reason Not Included

BBB+ Baal

AA Aar

BBB Baa2

Cascade Natural Gas
Energen
NUI Corp
nICeR
New Jersey Resources
ONEOK
SEMCO Energy
South Jersey Industries
Southwest Gas
UG! Corp

100%
39%
46%
77%
55%
22%
59%
55%
86%
23%

BBB- Baa2

bond rating
% gas revenues
% gas revenues

fraud investigation
% gas revenues
% gas revenues

bond rating
% gas revenues

bond rating
% gas revenues

Sources:
_a/ List of gas utilities relied upon by ACC Staff in Docket No. G-03703A-01-0263.
_b/ C.A. Turner Utility Reports, August 2002.

I
I
I
I
I
I
I
I
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Arizona-American Water Company

Table 4

Beta Risk and Safety Rankings of Gas and Water Utilities Samples-a-b/

Beta
Safety
Rank

Gas Distribution Utilities
1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 NW Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

Average

0.60
0.55
0.55
0.60
0.70
0.50
0.60
0.60

2
3
2
2
1
2
1

1.9

Water utiiiiies
1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp-b/

0.65
0.60
0.60
0.55
0.60

3
2
2
2

2.3Average

Sources:
_a/ Value Line, Summary and Index, July 19, 2002 with

the exception of SJW Corp.
_b/ From the Value Line Small and Mid-Cap Edition,

Summary & index, dated July 19, 2002.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

7/24/02



Arizona-American Water Company

Table 5

Development of Alternative Water Utility Costs of Equity
That Reflect Differences in Leverage

Panel A: Average for Sample Water Utilities

Bottom debt
equity

Capitalization
Ratio
0.50
0.50

Incremental
Cost-"/
7.84%
10.9%

Weighted
Cost

3.92%
5.45%
9.37%

Top debt
equity

0.50
0.50

7.84%
11.5%

3.92%
5.75%
9.67%

Panel B: Increase Leverage:

Bottom debt

equity

Capitalization
Ratio
0.60
0.40

Incremental
Cost-bf
7.84%
1 1 .7%

Weighted
Cost

4.70%
4.67%
9.37%

Top debt
equity

0.60
0.40

7.84%
12.4%

4.70%
4.97%
9.67%

Notes:
_a/ Incremental cost of debt as reported August 2, 2002 by Value

Line for Baa-rated utility bonds. Cost of equity range as
estimated and reported in Table 24.

_b/ Assumes no change in incremental debt cost but increases
the cost of equity to reflect more financial risk.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Arizona-American Water Company

Table 6

Actual and Forecasted Baa Bond Rates

Baa
Corporate

Bonds

8.05%

7.87%

7.22%

7.88%

Year/Month

1996-a1

1997-a/

1998-a/

1999-a1

2000-81 8.37%

2001_al 7.95%

7.84%

8.10%

July 2()02-b/

Forecast for 1/2003-°/

Forecast for 2004-d/ 8.20%

Sources:
_a/ Federal Reserve.
_b/ Value Line, Selection & Opinion, August 2, 2002

for recent selected yields at July 25, 2002.
_cl Blue Chip Financial Forecasts, quarterly consensus

forecast, July, 2002.
_d/ Blue Chip Financial Forecasts, long-term

forecast reported in June, 2002.
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Arizona-American Water Company

Table 7

Recent Authorized Returns on Equity
For Larger Arizona Water, Sewer and Gas Utilities

Company
Decision
Number

Decision
Date

Authorized
ROE

Citizens Utilities Company; Agua
Fria Water Division, Sun City Water
Company, Sun City Sewer Company
and Sun City West Utilities Company 60172 10.50%

60220 1 1 .00%

60437 11.50%

61008 11.30%

61831 1 1 .00%

61854 12.00%

62184 1 175%

62649 11.50%

Paradise Valley Water Company

Far West Water Company

Saddlebrooke Utility Company

Paradise Valley Water Company-'v

Bermuda Water Company

Pima Utility Company (Sewer)

Far West Water & Sewer Co. (Water)

Southwest Gas Corporation 64172 1 1 .00°/>

Arizona Water Company (Northern Group) 64282

May 7, 1997

May 27, 1997

Sept 29, 1997

July 16, 1998

July 20, 1999

July 21, 1999

Jan 5, 2000

June 13, 2000

Oct. 30, 2001

Dec. 28, 2001 10.25%

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Note:
_n/ Now named Arizona-American Water Company.
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Arizona-American Water Company

I
Table 11

Comparisons of Realized and Authorized ROEs and
Market-to-Book Ratios for Water Utilities and

Value Line's industrial Composite: 1992 - 2001

I
I

Earned
ROE

Authorized
ROE

Earned
Less

Authorized
ROE

Water Industrial
Utilities Composite

M/B M/B

I

1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

10.00
11.60
10.40
11.40
9.70
10.50
11.00
11.10
11.10
10.30
10.90

12.82
12.73
12.72
11.96
11.99
11.30
11.14
10.87
10.87
10.74
10.57

-2.82
-1 .13
-2.32
-0.56
-2.29
-0.80
-0,14
0.23
0.23
-0.44
0.33

1.36
1.49
1.55
1.28
1.38
1.48
1.73
2.06
2.50
2.06
2.27

2.43
3.10
3.18
2.90
3.15
3.50
4.13
4.83
5.21
4.85
3.35

Average -0.88

I
I
I

Sources:
a/

_b/
Year-end C.A. Turner Utility Reports
Value Line Industrial Composite as
reported January 25, 2002.

I
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Arizona-American Water Company

I
I
I

Table 21

Risk Premiums Computed from Past ROEs Earned by Water Utilities
and Forecasted Cost of Equity Range for Water Utilities

Panel A:

I
I

Baa
Corporate

Bond
Rates~°'

Average
Baa

Bond Rate

Realized
ROEs for

Water
U{ilitie$-3/

Average
ROE

Risk
Premium-°'

Average
Risk

Premium

1991-1995
1991
1992
1998
1994
1995

9.80%
8.98%
7.93%
8.63%
8.20% 8.71%

12.00%
10.51 %
11.60%
10.71%
11.13% 11.19%

2.60%
1 .93%
4.07%
2.48%
3.33% 2.88%

1996-2000
1996
1997
1998
1999
2000

8.05%
7.87%
7.22%
7.88%
8.37% 7.88%

11.60%
11.57%
10.91%
10.56%
9.81% 10.89%

3.95%
4.10%
4.09%
3.08%
1 .84% 3.41%

Differences in Averages: -0.83% ~0.30% 0.53%

Relative Change -100 -36 64

Panel B:
Forecasts of

Baa Corporate
Bond Rate-'*'

Estimated
Risk

Premium-°'

Forecasted
Equity
Cost

I
I
I
I
I
I
I

8.10%
8.20%

3.27%
3.21 °/o

1 1 .4%
1 1 .4%

Notes and Sources:
_a/ Source: Tables 2-4 of CPUC WNGB Report, dated March 2002, in A. 01 -10-028.
_b/ Past Baa rates reported by the Federal Reserve.
_c/ Based on evidence reported by c. A. Turner Utility Reports at year-end

for the last ten years, the average cost of equity was more than 40 basis
points higher than an average of realized ROEs. See Table 11.

_d/ Range of consensus forecasts reported by Blue Chip, June 2002 for the
period 2003 to 2004.

I
I
I
l
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Arizona-American Water Company

Table 22

Risk Premium Analysis
Regression Analysis of Risk Premiums Based on Authorized Returns

for Natural Gas Utility Stocks-a/ and Baa Corporate Bond Rates
1982-2002

I
I
I
I

Regression Formula-°': Risk Premium = Ao + AL x Baa Corporate Rate

I

Regression Output:
Constant (As) 0.0745
Std Err of Y Est 0.0077
R Squared 0.8541
No. of Observations 454
Degrees of Freedom 452

Slope (AL)
Std Err of Conf.
t-statistic

-0.510
0.010
-51.4

Equity Cost
Estimate

Predicted
Premium-°'

Forecasted
Baa Corporate

Bond
Rate-b/

Bottom
Top

11.42%
11.47%

3.32% +
3.27% +

8.10%
8.20%

Estimated Equity Cost for the Average Utility
in Water Utilities Sample:

Bottom
Top

10.9%
11.0%

I
I
I
I
I
I
I

Notes and Sources:
_a/ Sources: Annual Surveys of Gas Rate Cases, Public

Utilities Fortnightly, KAN Rate of Return Data Books, Regulatory
Research Associates and the Federal Reserve.

_bl Range of consensus forecasts of rates for Baa Corporate
bonds for 2003-2004 as of June 2002 as reported by Blue Chip.

_c/ Regression analysis assumes 8-month lag between Baa
bond rate and the date of respective commission orders.

8/1/02



Arizona-American Water Company

I
Table 23: Risk Premium Analysis

Comparison of Total Returns on Moody's Natural Gas Stock Index
and Baa Corporate Bond Rates

Moody's
Natural

Gas
Price

Index-°/
26.47
2a.10

28.23
25.78
38,71
39.59
48.21
64.96
59.73
64.62
68.24
64.81
53.50
50.49
53.80

Annual
Average

Dividend-D/
Index

Gain/Loss
Dividend

Yield

Total
Gas Stock

Return
Risk

Premium

43.88

52.33

47.86

53.54

43.43

29.71

38.29

1.32

1.43

1.49

1.53

1.63

1.79

1.91

2.01

2.13

2.27

2.40

2.75

2.67

2.79

2.88

2.97

3.06

3.10

3.21

3.31

3.43

3.65

3.85

4.07

4.33

4_59

4.95

5.28

5.45

5.71

6.06

5.68

1 1 . 14%
5.55%
-3.40%
56.09%
6.45%

26.29%
38.71%
-4.96%
11 .75%
9.11%
-2.24%

-12.53%
-0.64%
12.08%
-13.09%
26.03%
-2.69%
18.35%
-12.89%
-23.97%
40.42%
44.82%
5.66%
-1 .65%
25.80%
14.39%
3.25%

I

4.99%

5.09%
5.28%
5.93%
4 .21 %
4.52%
3.96%
3.09%
3.57%
3.51%
3.52%
4 .28%
4.99%
5.53%
5.35%
6.77%
5.85%
6.48%
6.00%
7.62%

11 .54%
9.53%
7.43%
8.00%
9.42%
8.58%
8.74%
9.87%

10.77%
10.23%
8.69%
7.42%
6.45%
7.96%

4.49%
20.98%
35.17%

18.57%
26. 10%
-8.56%

I

5.86

6.15

6.45

6.70

6.94

7.08

7.23

7.36

7.48

8.01

7.43%
5.72%

6.38%
5.69%
5.21 %
478%

5.89%

7.69%
1 .93%
-7.77%
51 .06%
153%

21 .01 %
33.61%
-10.06%

8.83%
4.26%
-7.05%

-17.55%
-6.82%
5.15%

-20.32%
17.88%
-11 .81 %

9.97%
-20.82%
-32.45%
29.79%
34.26%
-3.46%

-10.64%
15.86%
2.33%

-11 .a9%
-12.06%

6.84%
21 .42%
5.17%

14.52%
-18.53%

8.98%
al .70%
-11 .09%
10.15%
8.07%
7.40%

-20.50%
19.62%
4.51%

11 .55%

-10.29%
-8.48%
17.02%

1954

1955

1956

1957

1958

195g

1960

1961

1962

1968

1964

1965

1966

1967

1968

1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

1989

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

Rates
on Baa

Corporate

Bonds-3'
3.45%
3.62%
4.37%

5.03%
4.85%

5.28%
5. 10%
5.10%
4.92%
4.85%
4.81 %
5.02%
6.18%
6.93%
7.23%
8.65%
9.12%
8.38%
7.93%
8.48%

10.63%
10.56%
9. 12%

8.99%
9.94%

12.06%
14.64%
16.55%
14.14%
13.75%
13.40%
1158%

9.97%
1 1.29%
10.65%
9.82%

10.43%
9.26%
8.81 %
7.69%
9. 10%
7.49%

7.89%
7.82%
7.23%
8.19%
8.02%

51 .80

50.88

45.97

53.50

56.61

53.50

50.62

55.79

69.70

76.58

90.89

77.25

86.76

117.05

108.86

124.32

138.79

154,06

126.96

155.94

166.64

191 .04

177.24

166.84

200.68

7.99

8.12

8.18

8 2 2

6.16%

0.4G%
-8.6B%
50.16%
2.27%

21 .77%
34.74%
-8.05%
8.19%
5.60%
-5.76%

-16.81 as
-5.63%
6.56%

-15.44%
19.26%
-8.54%
11 .B7%
-18.88%
-31 .59%
28.88%
35.28%
-1 .78%
-9.65%
16.38%
5.81%
-5.49%
-5.38%
10.21 %
24.93%

9.87%
18.69%

-15.01 %
12.31%
34.91%
-7.00%
14.20°/e
11 .64%
11 .00%
-17.59%
22.83%
8.88%

14.64%

-7.22%
-5.87%
20.28%

5.14%

4.79%
425%
4.52%
4.93%

20.27%
42.35%
-127%

20.58%
17.33%
16.21 °/>
-12.81 %
28.72%
12.00%

19.44%
~2.97%
-125%
25.21 %

I Average Risk Premium 3.67%

I
Equity Cost Forecast

Low
High

Forecast of
Baa
Bond

Rates-°'
8.1%
8.2%

Gas
Utility
Equity
Cost

11.8%
1 1.9%

Water
Utililies
Sample

Equity Cost
11.3%
1 1 .4%

Az-Am
Equity
Cost

1 1 .g%
12.0%

Sources and Notes:

a/ u. s. Federal Reserve. Monthly rates for December of the indicated year,
b/ Mergers,MQQdY'S 2001 PubliQ Utility Manual.
c/ Range of forecasts for 2003-2004 compiled by Blue Chip, June 2002.
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Arizona-American Water Company

Table 24

Summary Table: Estimated Cost of Equity Ranges for Water
Utilities Sample and Arizona-American Water Company

Estimated
Ranges of
Equity Costs

for Water
Utilities Sample

Estimated
Range of

Equity Costs for
Arizona-American

Water

Discounted Cash Flow Estimates

Based on Water Utilities 11.1%tO 11.1% 11.7% to 11.7%

Based on Gas Utilities 11.4% to 11.5% 12.0% to 12.1%

Risk Premium Estimates

Based on Water Utilities 11.4% to 11.4% 12.0% to 12.0%

Based on Gas Utilities
Authorized ROEs 10.9% to 1 1 .0% 11.5% to 1 1 .6%

Based on Moody's Gas
Utilities Index 11.3% to 11.4% 11.9% to 12.0%

I
I Estimated Equity Cost Range for Arizona-American Water Company 11.5% 12.1%

8/07/02
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I
I 1.

Q.
INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.

My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

Street, S.E., Salem, Oregon 97302.

Q- WHAT Is YOUR PROFESSION AND BACKGROUND?

I am an economist and Vice President of Utility Resources, Inc., a consulting firm.

I received my Ph.D. in Economics from the University of Florida. Prior to jointly

establishing URI in 1985, I was a consultant at Zinder Companies from 1982-1985

and a senior economist on the staff of the Oregon Public Utility Commission from

1976 to 1982. Prior to 1976, I taught business and economics courses at the

graduate and undergraduate levels.

I have been deposed or testified on various topics before regulatory

commissions, courts and legislative committees including two Canadian regulatory

authorities, four Federal agencies and in the states of Alaska, Arizona, California,

Colorado, Georgia, Idaho, Illinois, Iowa, Kentucky, Minnesota, Montana,

Nebraska, Nevada, New Mexico, Oklahoma, Oregon, Tennessee, Utah,

Washington and Wyoming. In addition to cost of capital studies, I have testified as

an expert on the valuation of utility property, estimated incremental costs of

energy and telecommunications services, and presented rate design testimony.

Q- WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED BEFORE?

1
2
3 A.

4
5
6 A.

7
8
9

10
11
12
13
14
15
16
17
18
19
20
21 A.

22
23
24
25
26

I have testified on cost of capital or other financial issues before the Interstate

Commerce Commission, Bonneville Power Administration and in 13 states. My

studies and testimony have included consideration of the financial health and fair

rates of return for Nevada Bell Telephone, Illinois Bell Telephone, General

Telephone of the Northwest, Pacific Northwest Bell, U S WEST, Anchorage

Municipal Light & Power, Pacific Power & Light, Portland General Electric,

I
I
I
I
I
I
I
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I
I
I
I
I
I
I
I
I Q- DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO

COST OF CAPITAL ISSUES?

Commonwealth Edison, Northern Illinois Gas, Iowa-Illinois Gas and Electric,

Puget Sound Power & Light, Idaho Power, Cascade Natural Gas, Mountain Fuel

Supply, Northwest Natural Gas, Arizona Water Company, California-American

Water Company, California Water Service, Dominguez Water Company,

Kentucky-American Water Company, Mountain Water Company, Oregon Water

Company, Paradise Valley Water Company, Park Water Company, San Gabriel

Valley Water Company, Southern California Water Company, Tennessee-

American Water Company and Valencia Water Company. I have also prepared

estimates of the appropriate rates of return for a number of hospitals in

Washington, a large insurance company, and railroads.

I
I
I
I
I
I
I

Yes. I published an article "Water Utilities and Risk," Water: the Magazine of the

National Association of Water Companies Vol. 40, No. l (Winter 1999), and was

an invited speaker on the topic of risk of water utilities at the 57th Annual Western

Conference of Public Utility Commissioners in June 1998. I also presented a paper

"Application of the Capital Asset Pricing Model in the Regulatory Setting" at the

47th Annual Southern Economic Association Meetings and published an article

"On the Use of the CAPM in Public Utility Rate Cases: Comment" in Financial

Management (Autumn 1978). While on the staff of the Oregon Public Utility

Commission, I also established a sample of over 500,000 observations of common

stock returns and measures of risk and conducted a number of studies related to the

use of various methods to estimate costs of equity for utilities. I was invited to

lecture at Stanford University to discuss that research.

I

1

2

3

4

5

6

7

8

9

10

11
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13 A .

14

15
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17
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23
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I
I
I 11.

Q-

PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS

WHAT I s THE SUBJECT OF YOUR TESTIMONY I N THIS

PROCEEDING?I
I
I

I
I
I

Arizona-American Water Company ("Arizona-American" or the "Company") has

asked me to estimate its cost of common equity to be used in developing a just and

reasonable rate of return on Arizona-American's investment in its utility plant and

property devoted to public service for ratemaking purposes. My study is based on

data available to investors in early August 2002. Iras also asked to review certain

published decisions of the Arizona appellate courts related to the use of a "fair

value" rate base ("FVRB") in setting rates in Arizona, and to express my opinion

as an economist concerning the rate base to which the cost of equity and the

overall rate of return should be applied in Arizona based on those decisions. Mr.

David Stephenson will testify regarding Arizona-American's capital structure, cost

of debt and total cost of capital (rate of return), which includes my recommended

cost of equity.I
I

Q- HOW is YOUR TESTIMONY ORGANIZED?

I
I
I
I
I

1

2

3
4 A.

5

6

7

8

9

10

11

12

13

14

15

16

17 A,

18

19

20

21

22

23

24

25

26

In this Section II, I outline my testimony and summarize my analysis.

In Section III, I discuss my review of certain decisions of the Arizona courts

and provide my opinion as an economist about what rate base must be combined

with a ROR that includes a market determined estimate of the cost of equity to

satisfy the requirements of the Arizona Constitution as interpreted in those

decisions.

In Section IV, I discuss the risk of water utility common stocks and

differences in risk of water utilities and natural gas distribution utilities ("gas

utilities") and explain why Arizona-American's higher leverage and unique

business risks in Arizona make the Company more risky than an average publicly-

I FENNEMORE CRAIG
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traded water utility I examine to determine benchmark equity costs .

Section V reports my discounted cash flow ("DCF") equity cost estimates

for samples of water utilities and gas utilities.

Section VI presents equity cost estimates based on three risk premium

approaches. For perspective, I also estimate an equity cost range with the capital

asset pricing model ("CAPM") .

Section VII provides a summary of my analysis and my recommended

return on common equity ("ROE") for Arizona-American.

Q~ HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS TO

ACCOMPANY YOUR TESTIMONY?

Yes. I have prepared 24, tables that support my testimony. These tables are

attached to this testimony at Exhibit Zepp Dir. Exh. 1.

PLEASE SUMMARIZE YOUR TESTIMONY.

My findings and recommendations are the following:

1. common equity
common elul of the average water utile
Arizona-American's cost of

water utihtlest
risks. . . .
cost premlum of at least 60 basis points.

is greater than the cost of
3/ in my sample of publicly-traded

because it is more leverage and has other additional business
I estimate Arizona-American's additional leverage requires an equity

2. The market cost of common equity facing large, publicly-traded water
utilities falls in a range of 10.9% to 11.5% at this time:

DCF model estimates for a sample of four publicly-traded water
utilities indicate their average cost of equity is 11.1%,

Based on a DCF analysis of §
comparable risk water utility fa is in a range of 1 1.4% to

as utilities, the cost of equity for a
1I.5%,

The costs of equity derived from three risk premium analyses
indicate the cost of equity for publicly-traded water utilities falls in a
range of 10.9% to 11.4%.

1

2

3

4

5

6

7

8

9

10

11 A .

12

13 Q.

14 A .

15

16

17

18

19

20

21

22

23

24

25

26

A range of equity costs indicated by the CAPM overlaps my other
estimates of the cost of equity.

3. An internal rate of return analysis for Middlesex Water and Connecticut
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I
I
I
I

4.

I

Water Service, two other water utilities considered by the Utilities Division
("Staff") in past rate cases but not included in my DCF sample, is not
inconsistent with my estimated equity cost range for publicly-traded water
utilities.

I estimate Arizona-American's cost of equity falls in a range of 11.5% to
12.l%. I recommend that Arizona-Amer1can be allowed to earn a ROE of
no less than 1l.5%, the bottom of the range of m e city cost estimates.
See Summary Table 24, Exh. Zepp Dir. Exp. l attacliedqhereto.

I 5.

I

A determination of a ROE and overall rate of return is independent of the
determination of an original cost rate base ("OCR.B") and determination of
the value of the FVRB. As an economist, I conclude the ROR that includes
my recommended ROE of no less than 11.5% should be adopted and
multiplied by the FVRB to determine revenue requirements for Arizona-
American's systems.

I 111. ARIZONA COURT DECISIONS INDICATE UTILITY RATES SHOULD
BE SET TO RECOVER A MARKET-BASED COST OF EQUITY APPLIED
TO A FAIR VALUE RATE BASE

I Q. WHAT Is THE ISSUE YOU ADDRESS IN THIS SECTION OF YOUR

TESTIMONY?

I
I
I
I
I

The Arizona Constitution provides that "the corporation commission shall, to aid it

in the proper discharge of its duties, ascertain the fair value of the property within

the State of every public service corporation doing business therein." Arizona

Constitution, Art. XV, § 14. Given that the Arizona Constitution requires the use

of a "fair value" rate base ("FVRB") in setting rates, a preliminary issue that

should be addressed is whether the percentage rate of return on rate base ("ROR"),

which is composed of the market cost of equity and embedded costs of debt,

should be set independent of the determination of the FVRB or whether the ROR

should be adjusted to hold a utility's earnings at the same level that would occur if

an original cost rate base ("OCRB") had been used to determine the revenue

requirement.I
Q- PLEASE DISCUSS WHAT Is MEANT BY A FAIR RATE OF RETURN.

I

1
2
3
4
5
6
7
8
9

10
11
12

13 A.
14
15
16
17
18
19
20
21
22
23
24

25 A.
26

A fair rate of return is achieved when a utility is permitted to set rates and charges
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I
I for service at levels where the expected return provides common stock investors a

I
reasonable opportunity to earn the cost of common equity. Since operating

I
I

expenses and interest on debt take precedence over payments to common

stockholders, the common equity shareholders of the company bear the greatest

risk of not receiving expected returns. The U. S. Supreme Court recognized this

requirement many years ago. In describing the ROR on a utility's FVRB, the U.S.

Supreme Court, in Bluefeld Waterworks, stated:

I
I
I
I

A public utility is entitled to such rates as will permit it to
earn a return on the value of the property which it em lays for
the convenience of the public equal to that generally being
made at the same time and in the same general part of the
country on investments in other business undertakings which
are attended by corresponding risks and uncertainties, but it
has no constitutional right to profits such as are realized or
anticipated in highly prof itable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
conf idence in the f inancial soundness of  the utility, and
should be adequate, under efficient and economic
management, to maintain and support its credit and enable it
to raise the money necessary for the proper discharge of its
public duties.I

I
I

Blue field Waterworks & Improvement Co. v. Pub. Serv. Comm 'n of West Va., 262

U.S. 679, 692-93 (1923).

In the Hope Natural Gas decision, the Supreme Court restated this

requirement:

I
I

[T]he return to the equity owner should be commensurate
with returns on investments in other enterprises having
corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.

Fed. Power Comm 'n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24 Q.

25

26

YOU QUOTED FROM U.S. SUPREME COURT DECISIONS. ARE

THOSE STATEMENTS CONSISTENT WITH THE ARIZONA

CONSTITUTION AND DECISIONS OF THE ARIZONA COURTS?
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I

I
I
I
I
I

I

I understand that Arizona courts have recognized and followed relevant U.S.

Supreme Court decisions. In US West Communications, the Arizona Supreme

Court stated: "Whenever possible, however, we construe the Arizona Constitution

to avoid conflict with the United States Constitution and federal statutes." US

West Communications, Inc. v. Ariz. Corp. Comm 'n, 201 Ariz. 245, 246, 34 P.3d

351, 355 (2001).

However, as I stated earlier, Arizona differs from most other jurisdictions

because of the requirement embodied in the Arizona Constitution that the "fair

value" of the utility's plant and property be found and used in setting rates. The

Arizona Supreme Court has stated, for this reason, that the "end result" test

approved in Hope cannot be used in Arizona to justify a particular rate setting

approach:

I
I
I
I

It is clear, therefore, that under our constitution as interpreted
by this court, the commission is required to find the fair value
of the company's property and use such finding as a rate base
for the purpose of calculation what are just and reasonable
rates. Tllie Hope case cannot 8@ used by the commission. To
do so would violate our constitution. The statute under
consideration in that case prescribed no formula for
establishing a rate base. While our constitution does not
establish a fionnula for giving at fair value, it does require
such value to be found and used as the base in fix in rates.
The reasonableness and justness of the rates must be reared to
this finding of fair value.

I Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382

(1956). The court also stated:

I
I of investment.

I

1 A .

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Fair value means the value of properties at the time of inquiry,
.. whereas prudent investment relates to a value at the time

... The former allows the increase or decrease
in the cost of construction to influence the rate, whereas the
latter makes no such allowance. Irrespective of the merits, if
any, of the prudent investment theory, because of our
constitution the commission cannot use it as a guide in
establishing a rate base.
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I
I
I
I

I
US West, 201 Ariz. at 245, 34 P.2d at 354.

I

I

Simms, supra (citations omitted).

Historically, a utility's rates were fixed on the basis of providing a fair

return on its FVRB, as the discussion in Bluefeld Waterworks at pages 690 to 692

shows. Arizona courts have continued to state that the Arizona Corporation

Commission ("Commission") must use a FVRB in setting rates in Arizona.

Recently, the Arizona Supreme Court stated that in a monopolistic setting, "fair

value has been the factor by which a reasonable rate of return was multiplied to

yield, with the addition of operating expenses, the total revenue a corporation

could earn." That statement is

consistent with the Arizona Supreme Court's statement in Simms some 45 years

earlier that the "reasonableness and justness of the rates must be related to [the]

finding of fair value." Simms,80 Ariz. at 151, 294 P.2d at 382.

In short, the principles stated by the U.S. Supreme Court on what

constitutes a fair rate of return are consistent with the holdings of the Arizona

courts. Because of the constitutional requirements in Article 15 of the Arizona

Constitution, however, the Commission should establish rates that provide a fair

rate of return on the current value of a utility's property, i.e., its FVRB .

I WHAT FORMULA HAS THE ACC USED TO DETERMINE A UTILITY'S

FAIR VALUE RATE BASE?

I

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 Q.

19

20 A.

21

22

23

24

25

26

It is my understanding that there is no set formula for detennining the FVRB.

Instead, the Commission may consider any relevant evidence that aids in

detennining the current value of the utility's plant and property. However, I also

understand that the Commission has often detennined the FVRB by simply

averaging the utility's original cost rate base ("OCRB") and its Reconstruction

Cost New Rate Base ("RCNRB) as a default measure of FVRB when multiple

indicators of the value of plant and property are not available. While certainly
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I
I

I
I

I

I

convenient, this approach may ignore other factors and circumstances affecting the

current value of the plant, and may ultimately result in a substantially understated

FVRB I

In this case, Arizona-American is requesting that its adjusted RCNRB be

used as its FVRB, as discussed in the Direct Testimony of Thomas J. Bourassa.

The RCNRB is based on the trended cost of the plant and property used to furnish

service, and therefore should more closely approximate its current value than

would the original or historic cost. As explained by Mr. Bourassa, in this particular

case, the use of the RCNRB is also supported by the purchase price recently paid

by Arizona-American for the water and wastewater systems and other assets

owned by Citizens Communications in Arizona. The fact that these systems were

recently the subject of an anus-length purchase/sale, involving independent and

sophisticated parties, gives further support to using RCNRB as the FVRB instead

of an average of OCRB and RCND in this case, as multiple indicators of the

current value of a utility's assets are rarely available. Assuming that the goal of

finding and using the "fair value" of the utility's property is to ensure that the rates

are set on the basis of the current value of the utility's plant and property, it would

be more appropriate to use the RCNRB as the FVRB, especially when the

purchase price for the Citizens' assets is taken into account.

l

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 Q.

21

22 A.

23

24

25

26

BELOW YOU PROVIDE EQUITY COST ESTIMATES. DO THOSE

ESTIMATES DEPEND ON THE TYPE OF RATE BASE USED?

No. My equity cost estimates are independent of the rate base to which they are

applied. The equity cost estimates I present are determined from market data and

provide an estimate of the equity return an investor requires on dollars invested in

shares of common stock. Actual equity returns depend, in part, on the rate base

that is incorporated into the process that sets rates. Those stock prices also depend

FENNEMGRE CRAIG
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I

I in part on the present value of cash or securities that an investor expects would be

received if the utility were condemned by a public agency, acquired by a

municipality or another utility, or merged into another utility. Thus, the

percentage equity cost estimates are independent of whatever formula is used to

determine the FVRB,

W I L L  A P P L I C A T I O N  O F  A  M A R K E T - B A S E D  R A T E  O F  R E T U R N  T o

T H E  F V R B  A L W A Y S  L E A D  T O  H I G H E R  P R I C E S  F O R  U T I L I T Y

S E R V I C E S  T H A N  W O U L D  B E  T H E  C A S E  I F  T H E  M A R K E T - B A S E D

ROR WE RE  A P P L IE D TO A N OCRB ?

I

No, it would not. In Simms, the Arizona Supreme Court recognized that fair value

"allows the increase or decrease in cost of construction to influence the rates,

whereas [OCRB] makes no such allowance." Simms, 80 Ariz. at 151, 294 P.2d at

382. The impact of using a FVRB will vary depending on the utility's particular

circumstances. I would expect that the application of the market-based ROR to a

FVRB for a water utility will, in many cases, lead to higher rates than application

of a market-based ROR to an OCRB. But in other cases, the FVRB may be less

than the OCRB and thus lead to lower prices for utility services than if the OCRB

were used to determine such prices. The drafters of the Arizona Constitution

apparently wanted Arizona ratepayers to benefit from cost savings just as they felt

that stockholders should be allowed to ham a return on the current value of their

assets if costs have increased.

1

2

3

4

5

6 Q.

7

8

9

1 0  A .

11

12

13

14

15

16

17

18

19

20

21

22

23 A.

24

25

26

Q- WHAT Is THE SIGNIFICANCE OF SUCH COST CHANGES?

It means that the value of the FVRB could be larger or smaller than the value of

the OCRB and thus prices for utility services paid by ratepayers when the market-

based ROR is multiplied by a FVRB could be higher Cr lower than rates paid by

application of a market-based ROR to an ()CRB. With application of a market-

FENNEMORE CRAIG
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based ROR to an OCRB, if subsequent changes in costs have increased or

decreased the current value of the property, the earnings requirement would not

change.

Q. AS AN ECONOM1ST, Is IT APPROPRIATE TO DETERMINE THE

EARNINGS REQUIREMENT BY MULTIPLYING THE MARKET-BASED

ROR TIMES AN OCRB AND THEN SOLVING FOR A ROR THAT,

WHEN APPLIED TO THE FVRB, PRCDUCES THE SAME DOLLAR

LEVEL OF EARNINGS?

No, it is not. I will call that method the "OCRB-earnings method" because it

adopts earnings based on an OCRB even though FVRB is recognized in setting

rates. To use the OCRB-earnings method would in fact mean that the OCRB is

actually being used to set prices for utility services when Arizona courts have

disapproved of the use of an OCRB to determine such prices. The Arizona courts

have stated that prices set for utility services should be based on providing a fair

rate of return on FVRB -- the current value of the utility's property. Limiting a

utility's earnings to a dollar return on its OCRB would violate this principle, and

effectively adopt the "prudent investment" approach that was disapproved in

Simms.

Moreover, if the FVRB has increased in value and the OCRB-earnings

method is used to restate the ROR, it could produce an overall ROR that is less

than the cost of debt. Such an outcome would not produce a cost of equity that is

based on substantial evidence and may be confiscatory under Arizona's rate-

setting requirements .

1

2

3

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q~ DR. ZEPP, YOU ARE AN ECONOMIST BY TRAINING, AND WHILE

YOU HAVE TESTIFIED ON MANY OCCASIONS ON THE COST OF

CAPITAL AND OTHER RATEMAKING ISSUES, YOU ARE NOT AN
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ATTORNEY. ARE YOU PRESENTING A LEGAL OPINION?

No, that is not my intention. As I have stated, I have reviewed and analyzed, as an

economist, several U.S. Supreme Court and Arizona appellate decisions, including

Bluefeld Waterworks, Hope, Simms, and US West. My testimony is based or what

the courts have stated in those decisions, which is why I have quoted from them

extensively. Based on the courts' statements, the regulatory framework appears to

be clear. As a professional economist with experience in ratemaking and other

types of proceedings involving utilities, I believe I am capable of reviewing and

discussing court decisions that pertain to ratemaking principles. In fact, I often

review court decisions as well as decisions of regulatory commissions in order to

follow changes and developments affecting regulated industries. In many states,

including Arizona, commissioners are not required to be attorneys, and yet they

must deal with these sorts of legal concepts and requirements. However, if there

are other court decisions that I have overlooked or omitted, which contradict the

discussion in Simms or US West about the use of the "fair value" of a utility's

property to set rates, for example, I stand to be corrected.

1

2 A.

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 Iv.

18 Q.

19

20 A.

21

22

23

24

25

26

GENERAL RISKS OF WATER UTILITY STCCKS

AS A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLES OF

UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS.

My sample of water utilities is composed of American States Water, California

Water Service Group, Philadelphia Suburban Corp. and SJW Corp. These four

water utilities are all of the water utilities the Commission's Utilities Division Staff

("Staff") relied upon to detennine DCF equity costs in the Green Valley Water

Company case (Docket No. W-02025A-01-0559, Schedule JMR-5, dated February

ll, 2002) that have more than 60% of their revenues from water utility operations,

are not currently being acquired and are not likely acquisition candidates. Table 1
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I
lists percentages of operating revenues and bond ratings for these four water

utilities (as well as the utilities in the Staff sample I have not included in my

analysis) and the common equity ratios for Arizona-American and the four utilities

I adopt to make equity cost estimates .

PLEASE ELABORATE ON THE REASONS YOU HAVE NOT INCLUDED

THE OTHER FOUR WATER UTILITIES IN THE SAMPLE YOU USED

TO MAKE DCF EQUITY COST ESTIMATES?

I

1

2

3

4

5 Q.

6

7

8 A.

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

I have not included American Water Works in my sample because it has entered

into an agreement under which its stock is being acquired by RWE AG, a German

provider of utility and other industrial services, at a price premium of 35% over the

price at the time of the announcement. Shares of stock for American Water Works

trade primarily on the expected timing of completion of the merger, not the cost of

equity. Southwest Water was excluded because C. A. Turner Utility Reports lists

its percentage of water utility revenues at only 42%. Middlesex Water Company

and Connecticut Water Service appear to be acquisition targets and thus it is

difficult to estimate their equity costs with the traditional DCF model.

Table 2 reports premiums water utility investors have received, or in the

case of American Water Works, have been proposed to receive, at the time

mergers or acquisitions were completed. Those premiums have ranged from 35%

to 59% and have averaged 45%. Value Line has advised investors to expect such

acquisitions and mergers to continue and to expect prices from an acquisition to be

as much as four times book value. See Value Line Investment Surveys dated May

3, 2002 at page 1420 and dated August 6, 1999 at page 1405 (copies attached). As

a result, it is reasonable to expect that investors holding water utility stocks have

bid up prices to reHectthe probability they will receive premiums in the future. If

prices have been bid up in expectation of receiving such premiums, dividend
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yields will be reduced to a level lower than would occur if investors did not expect

such premiums to be paid. Consequently, mechanical application of the traditional

DCF model will understate the cost of equity.

Potential acquisition/merger candidates are expected to have had relatively

large increases in stock prices. Based on that criteria, I have excluded Connecticut

Water Service and Middlesex Water from my primary DCF equity cost estimates.

Those two companies have experienced increases in common stock prices that are

substantially above the increases in prices for other water utility stocks and thus

appear to be acquisition or merger candidates. As part of  my analysis below,

however, I do compute a range of equity costs for Connecticut Water Service and

Middlesex Water with an alternative version of the model underlying the DCF

model.

Q- DID YOU ALSO ANALYZE ANY OTHER COMPANIES IN

DEVELOPING YOUR RECOMMENDED COST OF EQUITY?

I Yes, I also evaluated a group of seven natural gas utilities whose stock is publicly

traded. This analysis provides another useful equity cost benchmark, which is

necessary given the small size of the water utility sample group.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 A .

16

17

18

19

20 A .

21

22

23

24

25

26

Q- HOW DID YOU DETERMINE THE SAMPLE OF GAS UTILITIES YOU

USED TO COMPUTE YOUR OTHER DCF EQUITY COST ESTIMATES?

Table 3 reports the seven gas utilities that I have relied on to supplement my

analysis. The utilities in the gas utilities sample are all of the gas utilities relied

upon by Staff to determine equity costs in Black Mountain Gas Company, Docket

No. G-03703A-0l-0263, that have at least 60% of their revenues from gas

operations (as reported by C. A. Turner Utility Reports), are not being investigated

for fraud, are not gas producers and have at least one bond rating of A or better

published by Moody's or S&P. Table 3 also lists the gas utilities from the Staff
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I
I

Q- HOW DOES THE LEVEL OF RISK FACED BY GAS AND WATER

UTILITIES COMPARE?

I

I
I
I
I Q. is THERE OTHER EVIDENCE THAT SUGGESTS THE FINANCIAL

COMMUNITY REGARDS THE RISK OF WATER UTILITIES AND GAS

UTILITIES TO BE SIMILAR?I
I

1 sample I did not include in my sample and reasons I did not include them in my

2 analysis.'

3

4

5 A. When making comparisons between risks of water utilities and gas utilities,

6 investors recognize that all utilities face the risk that regulators may disallow

7 investments they have made and expenses they incur. That is an unavoidable risk

8 of regulation. The other types of risks facing gas utilities and water utilities do

9 differ in certain respects. It is possible, however, to compare two "bottom-line"

10 measures of risk for an average gas utility with comparable measures of risk for

11 the average water utility. That comparison is presented in Table 4. The first

12 measure of risk is beta, the risk measure in the CAPM. The beta provides a

13 measure of the risk of holding a stock in a diversif ied portfolio. The larger the

14 beta, the higher the risk. For purposes of this table, Value Line estimates of betas

15 are presented. The second measure of risk is Value Line's Safety Rank. This

16 measure of risk is the risk an investor has if he/she holds an individual stock

17 instead of holding that stock as part of a diversified portfolio. The larger the

18 Safety Rank, the higher the risk. Based on those measures of risk, gas and water

19 utilities have approximately the same level of risk.

20

21

22

23 A. Yes. In its June 21, 1999 Utilities & Perspectives, Standard & Poor's ("S&P")

24 announced that it "has created a single set of financial targets that can be applied

25 1 I have excluded NICOR from the sample because it is currently under investigation for
fraud and its stock price dropped significantly in response to that announcement, to avoid
over-stating the dividend yield in the DCF analysis.26
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I
I
I
I

Q-

across the different utility segments." It now has "four principal financial targets

that it uses to analyze credit quality of all investor-owned electric, natural gas, and

water utilities in the U.S." S&P Utilities & Perspectives, June 21, 1999, Vol. 6,

No. 25, page 2. Past separate targets for water utilities are gone. This decision by

S&P, together with the evidence on beta risk and Safety Ranks in Table 4,

provides support for using equity costs derived from data for samples of gas

utilities to make other estimates of the cost of equity for water utilities equal in risk

to those in the sample in Table 1.

HAVE YOU ASSUMED THAT THE UTILITIES IN THE WATER AND

GAS UTILITIES SAMPLES REQUIRE THE SAME ROEs?

No. Even though current evidence indicates the utilities in my water utilities

sample and gas utilities sample have approximately the same level of risk, I reduce

the estimated equity costs for the gas utilities by 50 basis points, based on my

judgment, to provide a conservative adjustment for potential differences in risk of

the gas utilities' sample and the water utilities' sample.I
Q- IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT

HAS TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND

FEDERAL WATER QUALITY STANDARDS?I
I
I
I

1

2

3

4

5

6

7

8

9

10

11 A .

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

Yes. Expected or unexpected requirements for additional capital spending means

water utilities have to request rate increases more often and seek larger percentage

increases in order to maintain fair rates of return. Regulatory procedures are

expensive, time consuming, increase uncertainty, and raise doubts in investor

minds that regulators will authorize high enough prices and/or price adjustment

mechanisms to enable the water utilities to earn fair rates of return. This increases

uncertainty about future returns and thus increases risk.

Also, investors may be concerned that regulators may delay inclusion of
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I
I
I
I
I

new plant in rate base or not allow part of the dollars invested to be recovered. If

such investments are challenged and there is any chance that the Commission will

disallow part of the dollars invested or will delay recovery of the costs of those

investments, risk increases. From an investor's point of view, it is the potential for

such disallowances and delays in setting new rates that increases risk. If additional

investments were never required, there would be no potential disallowances,

delays or possible exclusions and thus investor concerns would never arise and risk

would not increase. With the need for increased investments, uncertainty arises

and the risk increases .

I Q- HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS

ON THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES?I
I
I

Yes, I have. In the past, I conducted a study of expected differences in bond costs

and common equity costs that faced utilities with different financing requirements.

I found that utilities with above average financing requirements required an ROE

that was approximately 80 basis points higher than was required by other utilities.

Higher financing requirements pushed up bond costs, too.

I Q. DOES UNCERTAINTY WITH RESPECT TO WEATHER INCREASE

RISK?I
I
I
I

Yes. If it is too wet orig it is too dry, water utilities cannot expect to recover all of

their fixed costs. If it is too wet, sales of water decrease and fixed costs expected

to be collected in commodity charges are not received. If it is very dry, there may

be forced or voluntary conservation and reductions in supplies of water that reduce

potential sales. There is risk of unexpected cost increases and risk of full recovery

of fixed costs.

1

2

3

4

5

6

7

8

9

10

11

12 A .

13

14

15

16

17

18

19 A.

20

21

22

23

24

25 Q.

26

Is ARIZONA-AMERICAN MORE RISKY THAN THE WATER

UTILITIES IN THE SAMPLE YOU HAVE USED TO DETERMINE
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EQUITY CUSTS?

Yes. Arizona-American has a number of factors that makes it more risky. It is

more leveraged than the four water utilities in the sample, must make larger,

uncertain investments to meet a new federal arsenic requirement and operates in a

state where historic test years instead of future test years are used to set rates.

These factors increase Arizona-American's risk and required ROE.

Q- WHAT Is THE IMPACT OF LEVERAGE ON RISK?

Leverage increases risk. It is often useful to categorize risks into business risk and

financial risk. The more debt a Finn has, the more financial risk it has. Business

risk is not affected by the amount of leverage, but if a firm has more debt and less

equity than another firm with the same amount of business risk, the more

leveraged firm will be more risky.

Q- DOES A FIRM'S COST OF EQUITY CHANGE WITH CHANGES IN

LEVERAGE?

Yes. Financial principles indicate unequivocally that if two firms have the same

level of business risk, the firm with more debt has a higher cost of equity. In past

cases, witnesses for Staff and RUCO have recognized this fundamental finance

principle.

Q- DOES ARIZONA-AMERICAN HAVE MORE LEVERAGE THAN THE

AVERAGE WATER UTILITY IN THE SAMPLE YOU HAVE ADOPTED

TO ESTIMATE DCF EQUITY COSTS?

Yes, it does. Table 1 shows Arizona-American's common equity ratio and the

average common equity ratio for the sample of water utilities I use to estimate the

cost of equity. Arizona-American is more highly leveraged.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

1

2 A.

3

4

5

6

7

8 A .

9

10

11

12

13

14

15 A .

16

17

18

19

20

21

22 A.

23

24

25

26

Q~ HAVE YOU PREPARED A TABLE TO SHOW HOW THE COST OF

EQUITY INCREASES AS LEVERAGE INCREASES?
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Yes. Table 5 shows how the cost of equity increases as leverage increases. Based

on finance theory, I have assumed the overall incremental cost of capital stays the

same if a water utility takes on more financial risk than the average water utility?

Arizona~American has an equity ratio of approximately 40% supporting its

operations. That 40% equity ratio compares to the average for the sample water

utilities of 50%. Table 5 indicates that with an equity ratio of 40% the cost of

equity for a water utility is expected to be 80 to 90 basis points higher than it is for

the average utility in the water utilities sample I use to determine DCF equity

costs 1

Q-

Yes, it does. In past cases, Staff has recognized that additional financial risk

justifies a higher than average ROE. Table 5 shows that the additional financial

risk of Arizona-American justifies a risk premium of 80 to 90 basis points. To be

conservative, however, I recommend adding only 60 basis points to recognize

Arizona-American's additional financial risk.

Q-

BASED ON A CONSIDERATION OF FINANCIAL RISK, DOES

ARIZONA-AMERICAN REQUIRE A HIGHER ROE THAN THE WATER

UTILITIES IN YOUR WATER UTILITIES SAMPLE?

PLEASE TURN TO YOUR COMMENTS ABOUT BUSINESS RISK. DOES

ARIZONA-AMERICAN HAVE LARGER AND MORE UNCERTAIN

INVESTMENT REQUIREMENTS THAN WATER UTILITIES NOT

OPERATING IN ARIZONA?

A. Yes . A particular concern in Arizona is the federal government's revision of the

1 A .

2

3

4

5

6

7

8

9

10

1 1

12

13 A .

14

15

16

17

18

19

2 0

2 1

22

23

24

25

26

2 The basis for this theory goes back to Franco Modi liana and Merton Miller, "The Cost
of Capital, Corporation Finance, and the Theory o? Investment," American Economic
Review, 48 No. 3 (June 1958), 261-297. Based on this theory, within a reasonable range
of common equity ratios, "leverage may not matter" and thus the incremental total cost of
capital will stay the same as leverage increases but common costs will increase.
The analysis in Table 5 assumes any tax-savings benefits
ratepayers.

acuity
of De t are passed through to

I
I
I
I
I
I
I
I
l
I
I
I
I
I
I
I
I
I
I
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arsenic drinking water standard from 50 PPB to 10 PPB. Arsenic is naturally

occurring and is very prevalent in the southwestern region of the United States.

From a risk standpoint, this new regulation will have a much greater impact on

water companies in Arizona than on water utilities operating in other parts of the

country where arsenic is not a major concern. The utilities in the water utilities

sample used to make the benchmark DCF equity cost estimates do not face the

same level of exposure to this risk as do companies in Arizona. Thus, this new

federal requirement increases Arizona-American's risk when compared to the

water utilities in Table l. With the more stringent arsenic requirement, Arizona-

American faces all of the risk that flows from having to make substantial new

investments to meet the EPA requirements. Above, I explained that when a utility

must make larger investments than other utilities, it becomes more risky.

Undoubtedly, Arizona-American will need to make relatively more investments to

meet the arsenic MCL than the utilities in Table l and thus it is more risky.

I Q- DOES BUSINESS RISK INCREASE FUR OTHER REASONS?

I

Yes. Risk also increases because Arizona-American's rates are set based on an

historical test period, with limited post test period adjustments. However, rate

relief must be requested prior to investments being made, if the utility is to recover

all of its costs. If such investments and operating costs are not recognized for

Arizona-American because of a strict adherence to an historical test period, the

uncertainty of the Company making its authorized ROE will increase substantially.

I
I

Q, HAVE YOU ADJUSTED YOUR ESTIMATES OF EQUITY COSTS MADE

FOR UTILITIES IN YOUR WATER UTILITIES SAMPLE TO REFLECT

ARIZONA-A1VIERICAN'S GREATER BUSINESS RISKS?

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16 A.

17

18

19

20

21

22

23

24

25 A.

26

No, I have not. It is my understanding that Staff has refused to adjust

recommended ROEs to recognize that water utilities in Arizona have the added
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business risks I have identified above. Thus, to eliminate an issue and to be

conservative, I havenot included a risk premium for such added business risks in

my recommended ROE.

Q. DOES ARIZONA-AMERICAN REQUIRE A RISK PREMIUM ABOVE

EQUITY COSTS FOR WATER UTILITIES IN YOUR SAMPLE?

Yes. Considerations of financial risk alone justify an adder for Arizona-American

of more than 60 basis points and thus it is a conservative measure of the risk

premium that Arizona-American requires.

DCF ANALYSES

DO YOU HAVE ANY GENERAL OBSERVATIONS ABOUT FINANCIAL

CONDITIONS AND FORECASTS THAT PROVIDE PERSPECTIVE

ABOUT THE COST OF EQUITY NOW FACED BY ARIZONA-

AMERICAN?

Yes. Table 6 shows that, with the exception of 2000, interest rates for Baa

corporate bonds are forecasted to be higher than they were in every year since

1996. Although current yield for Baa bonds of 7.84% is within the range that

prevailed from 1996 to 2001, a consensus of institutional forecasts complied by

Blue Chip indicates Baa rates are expected to increase to 8.1% by early 2003 and

up to 8.2% in 2004. To the extent that changes in interest rates reflect changes in

costs of equity for Arizona-American, the Company's current cost of equity is no

lower today than it was during the last six years.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

1
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6 A.

7

8

9 v.

10 Q-

11

12

13

14 A.

15

16

17

18

19

20

21

22

23 A.

24

25

26

Q- DO you HAVE ANY OTHER GENERAL OBSERVATIONS?

Yes. As shown in Table 7, authorized ROEs for larger Arizona water, sewer and

gas utilities (prior to the ROE award for Arizona Water Company's Northern

Group in December 2001) fell in a range of 10.5% to 12.0% when Baa rates fell in

a range of 7.22% to 8.37%. Also during the period 1997 to 1999, when Baa rates

|
I
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Q- WAIT A MINUTE. STAFF HAS ARGUED THAT AUTHORIZED ROEs

SHOULD BE SET AT LOWER RATES TODAY THAN IN THE PAST.

ARE THERE ANY GENERAL CHANGES IN CREDIT CONDITIGNS

THAT INDICATE THE COST OF EQUITY Is LOWER TODAY THAN IN

THE PERIOD 1996 To NOVEMBER 2001?

I
I
I
I

Q. PLEASE PROVIDE AN OVERVIEW OF YOUR APPROACH T() THE

DETERMINATION OF DCF EQUITY COST ESTIMATES.I
I
I
I

1 fell in a range of 7.22% to 7.88%, evidence supporting an appropriate ROE for

2 Paradise Valley Water (now Arizona-American)3 was presented, considered and

3 reconsidered, and the Commission authorized a ROE of 11%. The equity cost

4 estimates I present below are consistent with current and forecasted Baa rates

5 being the same or slightly higher than rates prevailing when the 11% ROE for

6 Paradise Valley Water was established and the 10.5% to 12.0% range of ROEs

7 shown in Table 7 were authorized for other Arizona water, sewer and gas utilities.

8

9

10

11

12

13 A. No. Interest rates are not lower. And, if anything, the stock market is more

14 volatile and more risky. Recent Staff recommendations to set authorized ROEs at

15 much lower levels than in the past are not the result of changes in interest rates or a

16 reduction in the risk faced by Arizona utilities. Instead, they are the result of

17 changes in the methods, opinions and assumptions now being used by Staff to

18 estimate equity costs.

19

20

21 A. An ROE for Arizona-American that is fair to ratepayers, allows Arizona-American

22 to attract capital on reasonable terms, and maintain its financial integrity is

23 Arizona-Arnerican's cost of equity. As I explained above, that return should be

24 commensurate with returns investors expect to earn on investments of comparable

25 risk. To estimate that cost of equity, the analyst requires market data that reveal

26 Paradise Valley Water's name was changed in 2001 to Arizona-American.
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investors' required returns, but such data are not available for Arizona-American.

There is no "pure play" company that is perfectly comparable to Arizona-

American. The water utilities in Table l, however, provide the same service and

thus provide a useful starting point in the determination of Arizona-American's

cost of equity. As shown in Table 4, the utilities in the gas utilities sample used to

make additional equity cost estimates have beta risk and Safety Ranks comparable

to the sample water utilities and thus equity costs based on that gas utility sample

also provides another useful equity cost benchmark.

As explained above, Arizona-American is more risky than the sample water

utilities and gas utilities because it is more leveraged than the companies in Table

1. In this section of my testimony, I determine average equity costs for the two

utility samples based on the DCF model. I also provide a check on that range of

equity cost estimates by computing internal rates of return for Middlesex Water

and Connecticut Water Service that are consistent with market data and reasonable

expected premiums if  those util it ies are acquired or in mergers. Arizona-

American's equity cost is higher than those benchmark estimates because it is

more risky and thus I add 60 basis points to those equity cost estimates to

determine the cost of equity for Arizona-American.I
Q- PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST

OF EQUITY.I
I
I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A.

22

23

24

25

26

The DCF model computes the cost of equity as the sum of an expected dividend

yield ("D1/P0") and expected dividend growth ("g"). The expected dividend yield

is computed as the ratio of next period's expected dividend ("D1") divided by the

current stock price ("PT"). Generally, the constant growth model is computed with

formula (1) or (2):

(1) Equity Cost D0/P0 X (1 + 8) 8+
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+

I +

+

I
I
I

(2) Equity Cost = D1/P0 g

where D0/P0 is the current dividend yield and DI/P0 is found by increasing the

current yield by the growth rate. The DCF model is derived from the valuation

model shown in equation 3 below:

(3) P0 D1/(l+k) + D2/(1+k)2+ Dr/(l+k)",

or, alternatively,

(4) PT = D1/(1+k) + D2/(1+k)2 E(P2)/(1+k)2,

where, if no premium price is expected,

(5) E(P2) - D3/(1+k) + D4/(l+k)2+ ... D"/(l+k)",

and where k is the cost of equity, n is a largenumber, PT is the current stock price,

D DO, ... Dr are the cash flows expected to be received in periods 1, 2, ... n,

respectively. In the case of an expected acquisition or merger, P, is the price the

investor expects to receive at the end of the second period (be it cash or the value

of securities offered in a merger).

+

I Q- D O  Y O U  H A V E  A N Y  S P E C I A L  C O N C E R N S  W I T H  U S I N G  T H E  D C F

M O D E L  T O  E S T I M A T E  E Q U I T Y  C O S T S  F O R  W A T E R  U T I L I T I E S  A T

T H I S  T I M E ?

I
I
I

I
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18 A .

19

20

21

22

23

24

25

26

Yes. If investors believe a water utility is a potential merger/acquisition candidate,

its stock price will increase to reflect the probability and value expected from the

merger/acquisition. Table 2 reports premiums investors have recently received or

expect to receive from mergers and acquisitions have been in a range of 35% to

59%. With reference to equation (4) above, if investors expect similar premiums

for a water utility, the current price (PT) will be bid up to reflect the expected price

from the acquisition, E(P2), instead of the stream of future cash flows shown in

equation (5). In such a situation, investors do not expect a simple pattern of

growth in cash flows. Therefore, the constant growth DCF model no longer
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applies, and mechanical application of the constant growth DCF model will

understate the cost of equity.

I
I
I
I
I

Q. GIVEN YOUR CONCERNS WITH MARKET PRICES FOR WATER

UTILITY STOCKS REFLECTING POTENTIAL FUTURE PREMIUMS

FROM MERGERS, HOW HAVE YOU PROCEEDED IN THIS CASE?

I

I

I

Initially, I use data for the four water utilities in Table 1 and data for the gas

utilities in Table 3 to make DCF equity cost estimates with equation (2). Because

all water utilities may have prices somewhat biased upward as investors bid up

prices in anticipation of the next, currently unknown, acquisition offer, the DCF

equity cost estimate for the comparable risk gas utilities becomes very important in

my considerations. I also use equation (4) .-. which is essentially the DCF model

written in a different way -- to solve for the cost of equity ("k") as an internal rate

of return that equates the current price investors are willing to pay for Middlesex

Water and Connecticut Water Service with current dividends, initial and longer-

term estimates of dividend growth, and a range of premiums investors could

reasonably expect from future sales of those companies. As explained above, I

singled out Middlesex Water and Connecticut Water Service from the other water

utilities based on the relatively high price increases investors have paid for the

stocks of those companies in the last 3 years.

Q- WHAT WATER UTILITY SAMPLE HAVE YOU USED TO MAKE YOUR

BENCHMARK DCF EQUITY COST ESTIMATES?

II

1
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6 A.

7
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22 A.

23

24

25

26

use the sample composed of American States Water, California Water Service,

Philadelphia Suburban Corporation and SJW Corp. As these four

companies are all of the water utilities relied upon by Staff in it estimates of DCF

equity costs in the Green Valley Water Company case in February 2002 that have

more than 60% of their revenues coming from water utility operations, are not

stated,
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2

currently involved in merger transactions and are not likely acquisition candidates.

My DCF equity cost range for this sample is reported in Table 13.

3 Q. How DID YOU COMPUTE CURRENT DIVIDEND YIELDS?

I 4 A.

5

6

7

I 8

9

The current dividend yield ("D0/P0") is computed as the average of the highest and

lowest dividend yields during two periods ending in July 2002. The value for D0 is

computed as the sum of the current indicated quarterly dividend and the three prior

quarterly dividends for each stock. The high and low prices used to compute the

dividend yields are found from data for the most recent 3-month and 12-month

periods. Estimates of current dividend yields (in equation 1, "DO/P0") are reported

in Table 8.10

11 Q~ HOW DID YOU ESTIMATE GROWTH RATES?

12 A.

13

14

I 15

16

17

I 18

19

In estimating growth rates, I assume investors rely upon an average of analysts'

forecasts of future sustainable growth and forecasts of future EPS growth when

they form their opinions about fuMe expected growth prospects. To the extent

that past DPS and EPS growth provide an indication of future growth prospects,

analysts take such past information into account when they form their forecasts of

the future.4 Once such growth estimates are made, investors buy or sell shares of

the stocks until the expected return from the dividend yields plus the growth

projections equal the investors' discount rate.

20 Q- WHAT DO YOU MEAN BY THE "INVESTORS' DISCOUNT RATE"?

21

I 22

23
accurate estimate of growth required in the DCF model than 3

24

25

4 This statement is consistent with an em lyrical study conducted by David A. Gordon,
Myron J. Gordon and Lawrence I. Gould) "Choice Among Methods of Share Yield,"
Journal of Portfolio Management (Spring 1989), pp. 50-55. They found that a consensus
of analysts' forecasts of earnings per share for the next f ive years provides a more

different historical
measures of growth. They explain that this result makes sense because analysts would
take into account such past growth as indicators of future growth as well as any new
information. As a result, one should expect analysts' forecasts of growth to be superior
measures of growth required by the DCF model.I

I
26
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By "investors' discount rate" I mean the discount rate that is relevant for the

particular stock for the investors who last bought and sold it.5 It is the discount

rate that will just make the present value of all expected future cash distributions to

those investors equal to the market price for a share of stock. That discount rate is

also the cost of equity. It is the discount rate where the supply of shares of the

stock equal the demand for shares of the stock.

Q- WHAT is SUSTAINABLE GROWTH?

Sustainable growth is a useful indicator of DCF growth that can continue for a

relatively long future period of time. Generally, it is derived by combining

expected growth from future internal sources (retained earnings) and expected

future growth from external sources (sales of common stock above book value).

Q- H A S  T H I S  M E A S U R E  O F  D C F  G R O W T H  B E E N  D I S C U S S E D  I N  T H E

F I N A N C E  L I T E R A T U R E ?

Yes, it has. Myron Gordon is sometimes called the father of the DCF model. In

his 1974 book,6 Gordon explains that sustainable growth can be expected to come

from two sources: from retained earnings ("BR" growth) and from sales of

common stock when prices exceed book value ("VS" growth) in the following

formula:

I
g = BR + VS,

where

1 A .

2

3

4

5

6

7

8 A .

9

10

11

12

13

14 A .

15

16

17

18

19

20

21

22

23

24

25

26

B

sustainable growth,

the retention ratio,7

5 These investors are called the "marginal" investors. Other investors, not on the margin,
may have higher discount rates and t us do not buy the stock or lower discount rates and
thus retain their positions in the stock.

6 M. J. Gordon, The Cost of Capital to a Public Utility (Michigan State University, 1974).

7 The retention ratio is computed as (I - the ratio of dividends divided by earnings).
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Q- HOW DO YOU ESTIMATE EXPECTED BR GROWTH?

I

1 the expected rate of return on common equity,

2 1 - (book value/market value), and

3 the fraction of new common equity investors expect a water utility to

4 raise from selling more common stock.

5 Gordon explains why VS growth can be expected when market prices exceed book

6 value but why VS growth is not expected to come into play when market prices are

7 below book values.

8

9 A. It is investors' expectations of what the retention ratio ("B") and the expected

10 return on common equity ("R") will be in the future which determine this portion

11 of expected sustainable growth. Multiplying B times R gives the estimate of future

12 sustainable growth from retained earnings. Investors look for measures of future

13 growth when pricing stocks. I have usedValue Lineprojections of future returns

14 on equity, ligature dividends per share and future earnings per share to make the

15 forecasts of BR growth when they were available. This information is probably the

16 most widely available source of forecasted earnings and retention ratios available

17 to investors. For SJW Corp, Shave based my estimate of BR growth on an average

18 of historical data because Value Line forecasts are not available. The estimates of

19 BR growth for each of the sample water utilities and the sample average are

20 reported in Table 9.

21

22

23 A.

24

25 8

Q- HAVE YOU ESTIMATED vs GROWTH FOR THE SAMPLE WATER

UTILITIES?

Yes. My estimates of VS growth for the sample of water utilities are presented in

Table 10. Water utilities in the sample have sold stock at prices in excess of book

The averages are based on past DPS, EPS and ROEs for the period 1996 to 2000.
Retention ratios assume past growth in DPS and EPS continues for live years to be

26 comparable with the estimates or the other water utilities .
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value in recent years and have thus achieved VS growth. Knowledgeable investors

would expect such VS growth in the future. Past history and available forecasts

indicate investors expect the water utilities in the sample to issue more shares of

stock over time. Thus, there will be a positive "S" in VS growth. Also, the

average current market-to-book ratio for the sample of water utility stocks is

approximately 2.0. Unless stock prices drop to less than half of their current

values, there will be a positive "V" for the foreseeable future.

Q, IN THE GREEN VALLEY WATER CASE, STAFF ARGUED THAT THE

FINANCIAL IMPLICATIONS O F  A MARKET-TO-BOOK R.ATIO

GREATER THAN 1.0 IS THAT INVESTORS EXPECT THE SAMPLE

WATER UTILITIES TO EARN BOOK RETURNS on EQUITY GREATER

THAN THEIR COST OF EQUITY. DO YOU AGREE?

1

2

3

4

5

6

7

8

9

10

11

12

13 A .

14

15

16

17

18

19

20

21

22

23

24

25

26

No. There are a number of reasons investors may bid up market prices for stocks

above book values other than an expectation that a water utility will earn more

than its cost of equity. In testimony presented before the Oregon Public Utilities

Commission, Mr. John Thornton, who is now the Commission's Chief of the

Accounting and Rates Section, listed the following six reasons: (1) public utility

commissions do not issues orders simultaneously in all jurisdictions, (2) not all of

a company's earnings are regulated, (3) regulatory expenses, revenue and rate base

adjustments may cause accounting returns to differ from those calculated on a rate

case basis, (4) actual sales do not equal sales assumed in a rate case, (5) market

expected ROEs change frequently while rate-case authorized ROEs do not, and (6)

regulated subsidiaries constitute only a piece of a holding company pie.9 While I

agree with Mr. Thornton that those six factors may explain a market price being

9 Testimony tiled by agency staff in Oregon Public Utility Commission case UM 903,
dated November 9, 1998.
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above book value even if investors expect the water utility to earn no more than its

cost of equity, there are at least four more obvious reasons.

WHAT Is THE SEVENTH REASON?

As discussed above, the Arizona Constitution and decisions by the Arizona courts

require rates and revenue requirements to be based on the fair value of the utility's

property at the time of inquiry, not an OCRB. Thus, it is clear that in Arizona, at

least, investors should expect that market prices for shares of common stock for

utilities that have a FVRB that is larger than the OCRB to exceed book values

even if the utility is earning no more than its cost of equity.

Q- LET'S TURN TO COMMON STOCKS IN YGUR SAMPLE THAT DO NOT

PRIMARILY OPERATE IN ARIZONA. WHAT ABOUT THEM?

There are least three other reasons that market prices will exceed book values even

in states where OCRB is the basis for regulation. The eighth is based on the

concept of opportunity cost. Table ll shows earned ROEs, authorized ROES and

market-to-book ratios for companies C. A. Turner included in its water utility

category and market-to-book ratios for 721 industrial companies in what Value

Line calls its Industrial Composite. This table shows that the level of market-to-

book ratios for industrial companies provides another explanation why market-to-

book ratios for water utilities exceed 1.0 even though water utilities have, on

average, earned less than their costs of equity. Quite simply, as the composite

market-to-book ratio for industrial companies has increased, so has the market-to-

book ratio for water utilities, but by less. Investors take into account alternative

returns that can be made from investing in industrial stocks, i.e., opportunity costs,

as well as ROEs earned by water utilities.

1

2

3 Q.

4 A.

5

6

7

8

9

10

11

12 A.

13

14

15

16

17

18

19

20

21

22

23

24

25 Q.

26 A.

WHAT Is THE NINTH REASON?

It is that investors may expect a city or some other public entity to condemn all or
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I

Q- WHAT Is THE TENTH REASON?

I

1 part of a water utility and that the public entity will be required by a court to pay

2 the utility the fair market value for it. Water utilities typically have assets that

3 have a value based on reproduction cost new that exceed book value. I have

4 testified on the value of water utility properties and electric utility properties in

5 various court cases in California, Utah and Oregon. Based on my experience, in

6 situations where only a portion of the utility is being condemned, valuations based

7 on both reproduction cost new less depreciation and the income approach indicate

8 utility property has a value well in excess of book value. Investors would be aware

9 that courts can be expected to award potential condemnation values well in excess

10 of book values even if the utility earns no more than its cost of equity.

11

12 A. The tenth reason is based on investors recognizing merger and acquisition prices

13 reported in Table 2, that have been well above book values, can be expected if the

14 water utility is acquired. Three years ago, Value Line advised investors that those

15 acquisition prices could be as much as four times book value.'° With such

16 anticipated sale prices well above book values, a water utility would also be priced

17 above book value even if the water utility made no more than its cost of equity.

18 Naive arithmetic models may suggest market prices would not be above

19 book values unless investors expected water utilities to earn more than their costs

20 of equity. The ten reasons listed above explain why one should not be surprised to

21 rind market prices exceed book values. Such naive models are too simple to

22 explain all of the things of importance to investors and why it is reasonable to

23 expect a positive value for "V" even if water utilities are expected to earn no more

24 than their costs of equity. If mechanically applied, such models would place

25 10 Value Line said, "Investors who hold shares of an acquisition target are poised to profit
handsomely, since some purchases have been for as much as four times book value."
Value Line Investment Survey,August 6, 1999,page 1405 (copy attached).26
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I

I
utilities at a disadvantage in competing for investment capital with industrials and

other unregulated companies, whose stock trades well above book value.

Q. IF YOU DID NOT INCLUDE AN ESTIMATE OF vs GROWTH IN YOUR

ESTIMATES OF SUSTAINABLE GROWTH, WOULD YOU HAVE TO

ADJUST YOUR EQUITY COST ESTIMATES?

Yes. If the sample water utilities are expected to issue more shares of common

stock in the iiiture (i.e., "S" is expected to be positive), but VS growth is excluded

by the analyst, the exclusion of VS growth implies a hypothetical market price

equal to book value and thus the value for "V" would be zero. But if such a

hypothetical stock price is assumed for the sample water utilities, for consistency,

the hypothetical price should also be assumed to be equal to book value to

compute dividend yields. In that case, the hypothetical stock price would be lower

and the dividend yield would have to double. This increase in average dividend

yield (of about 350 basis points) would more than offset the elimination of VS

growth (of approximately 130 basis points). Therefore, if consistent assumptions

are made and only BR growth is recognized in the DCF analysis for water utilities,

the implied average cost of equity increases by more than 200 basis points.

Q~ DO YOU ADVOCATE USING SUCH HYPOTHETICAL PRICES IN THE

DCF ANALYSIS?

I
I

No. A market-based cost of equity estimate should recognize VS growth and real

market prices. The evidence indicates that investors can realistically expect both

V and S to be positive, and thus stock prices (and dividend yields) already reflect

expected VS growth. If investors expect VS growth for the water utilities sample

and it is not recognized by the analyst, the analyst's estimate of the cost of equity

will be biased downward.

1

2

3

4

5

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20 A.

21

22

23

24

25

26 Q- SHOULD THE COMMISSION RECOGNIZE vs  GRGW TH EVEN IF
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I
ARIZONA-AMERICAN DOES NOT PLAN TO ISSUES SHARES OF

COMMON STOCK TO THE PUBLIC?

Yes. VS growth is part of the growth investors could reasonably expect for the

water utilities' sample being used to estimate the equity cost, it has nothing to do

with whether Arizona-Arnerican does or does not issue shares of common stock.

If investors expect VS growth for the water utilities sample and it is not recognized

in the estimate of sustainable growth, the cost of equity for the sample water

utilities will be understated. The inclusion of VS growth is required to obtain a

correct estimate of the cost of equity.

I
I
I
I
I

Q- WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

Combining the evidence on expected VS and BR growth rates, the estimate of total

sustainable growth is 7.4%. That value is developed in Table 9.

Q- ARE THERE OTHER INDICATORS OF FUTURE GROWTH THAT

INVESTORS MAY RELY UPON WHEN PRICING SHARES OF WATER

UTILITY COMMON STOCKS?I

I

I
I

1

2

3 A .

4

5

6

7

8

9

10

11 A .

12

13

14

15

16 A .

17

18

19

20

21

22

23

24

25

26

Yes. Other estimates of forward-looking growth available to investors are

analysts' forecasts of future EPS growth. Table 12 shows estimates of future EPS

growth rates reported by First Call for American States Water and Philadelphia

Suburban as well as the analysts' average forecast for the water utility industry.

There are few analysts that follow water utility stocks, and even if  there is a

reported five-year EPS forecast, it may be one made by a single analyst and thus is

not a consensus forecast. As a result, I have relied upon the industry average

forecast reported by First Call in my analysis instead of the limited data for the

companies. I have also considered Value Line's forecasts of EPS growth for the

water utilities for which those forecasts are available. The average of analysts'

forecasts and Value Line forecasts is 7.1% at this time, which is close to my 7.4%

I
I
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I
I estimate of sustainable growth.

I
How DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS

AND ESTIMATED FUTURE GROWTH TO MAKE YOUR DCF

ESTIMATE?I
I
I

I adopted an average of my estimate of sustainable growth and analysts' forecasts

of growth to determine an overall average growth of 72%. I then used the

constant growth DCF model specified in equation (1) to compute the DCF equity

cost range for the water utilities sample. Table 13 shows the application of this

specification of the DCF model to determine the estimated equity cost of 11.1%

for the water utilities sample.

This estimate of the cost of equity for the water utilities sample, however,

understates Arizona-American's equity cost. As explained above, Arizona-

American is more leveraged and thus its cost of equity is at least 60 basis points

higher than the cost of equity for the typical water util ity in the sample.

Recognizing the premium for this added risk, the infonnation for the sample water

utilities indicates the cost of equity for Arizona-American is l 1.7%.

I Q- DID YOU DEVELOP A SECOND ESTIMATE OF THE COST OF EQUITY

WITH THE DCF MODEL?I
I
I

I

1

2 Q.

3

4

5 A.

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

Yes. Another benchmark DCF estimate of the cost of equity was derived from

similar data and a comparable analysis for the sample of gas utilities in Table 3.

Table 4 shows the average gas utility in that sample has approximately the same

risk as the average utility in the water utilities sample. The utilities in the gas

utilities sample are all of the gas utilities relied upon by Staff to determine equity

costs in the Black Mountain Gas Company rate case, Docket No. G-03703A-0l-

0263, that have at least 60% of their revenues from gas operations (as reported by

C. A. Turner Utility Reports), are not being investigated for fraud, are not a gas
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producer and have at least one bond rating of A or better published by Moody's or

S&P. To be conservative, I reduce the equity costs for the gas utilities sample by

50 basis points to detemiine another estimate of the required ROE for a water

utility of risk comparable to the water utilities sample. I then add 60 basis points

to the adjusted equity cost estimate to determine another equity cost estimate for

Arizona-American.

WHERE DID YOU CALCULATE DIVIDEND YIELDS FOR THE GAS

UTILITIES SAMPLE?

Table 14 shows the calculation of current dividend yields for the three-month and

the twelve-month periods ending in July 2002.

Q~ WHAT Is SHOWN IN TABLE 15?

Table 15 shows my calculations of BR growth based on Value Line forecasts for

utilities in the gas utilities sample, VS growth and average sustainable growth. I

used the same method to compute BR growth for the gas utilities that I used to

compute BR growth for the utilities in the water utilities sample.

WHERE DID YOU DEVELOP THE ESTIMATES OF vs GROWTH?

In Table 16. Because the gas utilities are not expected to issue as many shares of

common stock as the utilities in the water utilities sample and have lower market-

to-book ratios, the estimated VS growth is smaller than it is for the water utilities .

Q. WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

5.9%. That growth rate for the gas utilities is developed in Table 15.

1

2

3

4

5

6

7 Q.

8

9 A.

10

11

12 A.

13

14

15

16 Q.

17 A.

18

19

20

21 A.

22

23

24 A.

25

26

Q- HAVE YOU ALSO EXAMINED ANALYSTS' FORECASTS OF FUTURE

EPS GROW TH?

Yes, I have. Analysts' forecasts of  EPS growth for the next f ive years are

available to investors from a number of sources. Table 17 shows averages of

analysts' forecasts as reported by First  Call as well as forecasts published by

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

FENNEMORE CRAIG
A PROFESSIONAL CORPORATION

PHOENIX
35



I
I
I Value Line. The average of those forecasts is 6.4%.

Q- WHERE DO YOU REPORT THE RESULTS OF YOUR DCF ANALYSIS

FOR THE GAS UTILITIES?I

I
I

Table 18 reports the results of the DCF analysis for the gas utilities sample. In

making these estimates, I have adopted a growth rate of 6.l%, the average of the

estimates of sustainable growth and analysts' forecasts of growth. To determine

the equity cost that is a proxy for the cost of equity of the water utilities sample, I

reduced the equity cost estimates shown in Table 18 by 50 basis points, but then

add 60 basis points to reflect the higher financial risk of Arizona-American. These

data indicate that Arizona-American has an equity cost that falls in a range of

12.0% to l2.l%.

I
I

PLEASE TURN TO YOUR ANALYSIS OF EQUITY COSTS FOR

MIDDLESEX WATER AND CONNECTICUT WATER SERVICE. WHY

ARE YOU CONCERNED ABOUT INCLUDING THEM IN THE SAMPLE

YOU USE TO ESTIMATE EQUITY COSTS WITH A STANDARD DCF

MODEL?
I
I
I
I
I

I

1

2

3

4 A.

5

6

7

8

9

10

11

12 Q-

13

14

15

16

17 A.

18

19

20

21

22

23

24

25

26

I am concerned because a standard version of the constant growth DCF model

produces implausible equity cost estimates. The estimates are implausible because

they arebelow the cost of investment grade bonds. This can be seen by calculating

equity costs for them with data previously presented by Staff in the Green Valley

Water Company rate case. In that case, Staff estimated these companies would

have approximately 4% growth. Table 19 shows the range of prices paid for

shares of Connecticut Water Service and Middlesex Water during the last three

months. With average dividend yields of 3.28% and 3.84%, the constant growth

DCF model would indicate the equity cost for those companies would fall in a

range of 7.4% to 8.0%. Such an equity cost range is not credible when the market
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I
I
I
I

cost of investment grade bonds is currently 7.84% and is expected to rise to 8.2%.

See Table 6. Obviously, something else must be going on in the minds of

investors. Risk adverse investors would not bid up stock prices so high that they

expect a return from common stocks that is about the same as the return on lower

risk bonds .

I Q- WHAT DID YOU DO?

I
I
I
I
I
I
I
I

I used a different approach to estimate a range of equity costs for Middlesex Water

and Connecticut Water Service based on evidence that indicates their stock prices

include an anticipated stock price premium resulting from either a future merger or

being acquired. Table 2 shows that from 1999 to the present, there have been a

number of mergers and acquisitions in which investors have received premiums of

between 35% and 59% at the t ime the merger/acquisit ion were concluded.

Between December 1998 and December 2001, re-invested returns for American

Water Works, American States Water, California Water and Philadelphia

Suburban increased by 32.3%. During that same period, Middlesex Water's

common shares provided a re-invested return of 59% and Connecticut Water

Service shares provided a re-invested return of 89%, increases that were 20% and

39%, respectively, higher than the average increases for other water utilities. The

obvious explanation for the above-average increases in common stock prices for

Connecticut Water Service and Middlesex Water is that investors expect them to

be acquired at a premium or receive favorable compensation from a merger similar

to those premiums received by the water utilities listed in Table 2.I
I

Q- IS IT REASONABLE FOR INVESTORS TO EXPECT SUCH PREMIUMS?

I

1

2

3

4

5

6

7 A.

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24 A.

25

26

Yes. As mentioned above, three years ago Value Line advised investors that

owners of water utilities that were acquired could receive premiums of as much as

four times book value. Value Line Investment Survey, August 6, 1999, page 1405
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I
I
I
I

(copy attached). More recently, Value Line has pointed out on numerous occasions

that the smaller water utilities are logical merger/acquisition candidates and that

such mergers are justified by potential cost savings, obtaining more customers and

greater geographical diversity. The cost savings are expected from economies of

scale, synergies and lower costs of financing that are available to larger finns. See

Value Line Investment Survey, May 3, 2002, page 1420 (copy attached).I
Q- HOW DID YOU ESTIMATE THE RANGE OF EQUITY COSTS FOR THE

TWO WATER UTILITIES?I
I
I
I

I based my estimates on the version of the DCF model I have identified as

equation (4) above and assumed investors expect to receive a premium price when

the stock is sold. I compute that premium price by increasing the price that would

be computed with equation (5) by a potential range in premiums investors could

expect based on past premiums reported in Table 2. In order to determine the

equity cost, I solve for the internal rate of return that makes the expected cash

flows on the right-hand side of equation (4) equal to the price investors are willing

to pay today, P0 on the left-hand side of equation (4).

I
I Q- WHAT Is SHOWN IN TABLE 19?

I
I
I

To avoid potential bias by choosing a "spot" price and to avoid potential criticism

by using an average price, I have computed the equity cost estimates assuming the

current price (PO) is either the highest or the lowest price during the last three

months. Table 19 also shows the price that would be paid to buy one share of

stock of each company at the highest and the lowest prices during the last 3

months and the dividends received from the two shares.I Q~ WHAT Is SHOWN IN TABLE 20?

I

1

2

3

4

5

6

7

8

9 A .

10

11

12
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16

17

18 A .

19

20

21
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23

24

25 A.

26

Table 20 shows the results of my internal rate of return analysis. I do not know

exactly what premiums investors expect to receive when and if the stocks are
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I
I
I

acquired or the Company's merge and thus have made my analysis with ranges of

premiums and ranges of time in which the acquisition/merger is expected to occur.

I have assumed investors expect to receive a premium within the range of

premiums shown in Table 2 that owners of other water utilities received. I have

also assumed the acquisition/merger is expected to occur between two and three

years into the future.I
Q. WHAT GROWTH RATES HAVE YOU ASSUMED?

I
I
I
I

There are no widely-available forecasts of DPS growth for either water utility.

Thus, for this analysis, I assume Middlesex Water and Connecticut Water Service

initially achieve the projected DPS growth Staff relied upon in the Green Valley

Water Company case, as reported in Staff Schedule JMR-4, and further assume

that rate of growth continues until the time of the merger. For the terminal growth

rate, I assume investors expect these utilities to realize the forecasted industry

average growth in EPS of 6.75% provided by First Ca!! and reported in my Table

12.I
I

Q, GOING FROM LEFT TO RIGHT, PLEASE EXPLAIN EACH ENTRY ON

THE FIRST LINE OF TABLE 20.

I
I
I
I
I

1

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16

17

18 A .

19

20

21

22

23

24

25

26

The first entry is the assumed initial growth in DPS of 3.l3%, the projected DPS

growth rate Staff relied upon in the Green Valley Water Company case. The

second entry is the terminal growth of 6.75%. It is used to determine the terminal

price of the stock (see equation (5) above) that would occur if investors did not

expect a premium when the stock is sold. The third entry of 35% is the smallest

premium from Table 2. The fourth entry is the current dividend, in terms of the

DCF models presented above, it is Do. Because I have assumed one share of each

stock is owned at the beginning of the period, the combined dividend is $1.64.

The fifth entry is the number of years assumed before the merger or acquisition, in
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I
I
I
I
I

this case a three-year period. The sixth entry is the outlay made at the start of the

period to buy one share of each stock. Entries 7, 8 and 9 are the positive cash

flows investors would expect to receive with the various assumptions. To be

conservative, all cash Hows are assumed to be received at the end of the years.

The Tina] cash flow includes dividends for the year as well as the sale of the stock

at a 35% premium over what the price would have been if investors did not expect

to sell it at a premium. The final two entries are estimates of the cost of equity.

The first of the two is a trial equity cost value that I adjusted until it equaled the

internal rate of return computed from the indicated cash flows.

I WHAT DO YOU CONCLUDE FROM YOUR INTERNAL RATE OF

RETURN ANALYSIS?I
I
I
I
I
I
I

I conclude that if investors expect premiums Nom the sale of these stocks that fall

within the range of premiums received in recent past mergers and acquisitions, and

if those investors also expect growth in dividends that I assumed, the average

equity cost for Middlesex Water and Connecticut Water Service falls in a range of

10.4% to 13.2%. These values, of course, depend upon the assumptions being

made. While I think the assumptions I have made are reasonable and consistent

with available evidence, I do not give this analysis the same weight I give my DCF

equity cost estimates. I do note, however, that my estimated DCF equity cost

range for the water utilities sample of 11.1% to 11.5% falls well within the range

of 10.4% to 13.2% and thus this evidence on the cost of equity for Middlesex

Water and Connecticut Water Service i s not inconsistent with my other DCF

estimates.

I
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24 VI.

25 Q.

26

RISK PREMIUM AND CAPM ANALYSES

DOES COMMON STOCK REQUIRE A RISK PREMIUM WHEN

COMPARED To BONDS?
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Yes. There are legal, theoretical and empirical reasons common stock requires a

higher return than bonds. Debt payments take precedent over distributions to

common stock holders and thus a positive risk premium is expected when

determining Arizona-American's cost of equity. Such a risk premium combined

with a forward-looking estimate of the cost of debt provides the basis for a risk

premium estimate of the cost of equity.

Q~ DO YOU EXPECT RISK PREMIUMS TO BE CONSTANT?

I
No. The theoretical work of Gordon and Halpern," and numerous empirical

studies, including a 1989 study by the staff of the Oregon Public Util ity

Commission, a 1993 study by the staff of the Virginia State Corporation

Commission, and a 1997 decision of the California Public Utilities Commission

indicate that changes in the cost of equity, while moving in the same direction as

changes in interest rates, are generally smaller than associated changes in interest

rates. Thus, risk premiums change in the opposite direction to changes in interest

rates. In the past, I have conducted empirical studies for gas utilities,

telecommunications companies, and electric utilities which corroborate the Gordon

and Halpern theory.

Q. HOW Is THE BALANCE OF THIS SECTION OF YOUR TESTIMONY

ORGANIZED?

I
I
I
I
I
I
I
I

1 A.
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8 A .

9

10
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20 A .

21

22

23

24

25

26

I present three equity cost estimates that were made with the risk premium

approach. These approaches are based on the assumption that risk premiums

which have occurred in the past can be expected to continue into the future. Also,

to be complete and provide perspective, I present an estimate of the cost of equity

made with the CAPM that is based on updates of methods Staff has used in the

11 "Bond Share Yield Spreads Under Uncertain Inflation," American Economic Review,
66 4 (September 1976) 559-565.
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I past to implement the model.

Q- PLEASE EXPLAIN YOUR FIRST RISK PREMIUM ANALYSIS.

A.

I

I
I
I
I
I
I

I

The first analysis is presented in Table 21. Initially, I combined data on past

returns earned by water utilities" and Baa corporate bond rates to determine the

past relationship between interest rates and realized returns for water utilities.

Panel A of Table 21 shows that realized ROEs for water utilities have decreased

less than yields on Baa corporate bonds.

Next, in this study and the second risk premium study, I assumed that ROEs

authorized by regulatory commissions provide, on average, unbiased estimates of

the cost of equity facing the utilities at different points in time. Every commission

decision will not provide every utility its cost of equity, but given the goals and

responsibilities of regulatory commissions, one should expect that, on average, the

cost of equity is awarded and thus the various commission determinations provide

an unbiased source of data to conduct the risk premium analysis. In Federal

Energy Regulatory Commission Docket No. ER93-465-000, et al., the Financial

Analysis Branch of  FERC also adopted state regulatory commission

detenninations of authorized ROEs to determine risk premiums for their cost of

equity analysis.

Data shown in Table ll indicate that, on average, water utilities have

earned 88 basis points less than their authorized ROEs during the period 1991-

2001. For the analysis in Table 21, I made the conservative assumption that, on

average, costs of equity equal authorized ROEs and are 40 basis points higher than

realized ROES to compute the risk premiums .

Panel A shows that when Baa corporate bond rates dropped by 83 basis

I
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25

26

12 The data were compiled by the Water and Natural Gas Branch of the California Public
Utilities Commission and are reported in Table 2-4 of its report in Application 01-10-028,
dated March 2002.
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2
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4
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7

8

9

10

11

12

points, ROEs dropped by 30 basis points and risk premiums increased by 53 basis

points. In relative terns, those changes mean that for every 100 basis point

decrease in the Baa bond rate," the risk premium has increased by 64 basis points .

Panel B of Table 20 takes the data for water utilities developed in Panel A

and combines it with a range of consensus forecasts of the Baa bond rates

compiled by Blue Chip in June 2002 for the period 2003 to 2004 to compute a

forecasted range of equity costs for a typical water utility. That range of

forecasted future Baa corporate bond rates combined with the past relationship

between Baa corporate rates and water utility ROEs indicates an estimated equity

cost of 1l.4%. In July 2002, as reported in Table 6, the actual Baa/BBB utility

bond rate was 7.84%. With that current Baa/BBB bond rate, the indicated cost of

equity for a typical water utility is l1.3%.

13 Q- PLEASE EXPLAIN YOUR SECOND RISK PREMIUM ANALYSIS.

14 A.

15

16

17

18

19

20I
I

21

22

23

24

A second risk premium analysis was made using data for gas distribution utilities.

As in the prior study, ROEs authorized by regulatory commissions for different

utilities at different points in time are assumed to equal, on average, the respective

costs of equity. My analysis was made with the following model:

RPt = A0 + ( A , x Baa ),

where Mi is the risk premium computed by subtracting the measure of the interest

rate (Baa corporate bond rate) from the authorized ROE for the particular

commission decision, and A0 and A, are the parameters estimated with a statistical

regression. If -- as expected -- risk premiums increase when interest rates fall, the

estimated slope (i.e., Al) will be negative.

The results of the regression are shown in Table 22. I used data for 454

25

26

13 For the last 25 years and 15 years, S8cP's average BBB corporate bond rates have been
virtually the same as yields on Moody's Baa utility bonds, thus I use the term "Baa bond
rates" interchangeably.
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different litigated decisions during the period 1982 to 2002 to establish a database

for this analysis. The -.51 value for the "slope (A1)" coefficient means that as Baa

corporate bond rates fall, the risk premium goes up. The large t-statistic of -51.4

provides statistical support for a conclusion that risk premiums vary inversely with

interest rates. The regression result also indicates costs of equity for gas utilities

move in the same direction as changes in interest rates but change approximately

half as much as the cost of Baa bonds.

The results in Table 22 are used to estimate the range in which the cost of

equity for a typical water utility falls at this time. In making that estimate, as

before, I assumed that the cost of equity for a typical water utility is 50 basis points

less than the cost of equity for the typical gas utility. After removing 50 basis

points, the evidence in Table 22 indicates an equity cost range of 10.9% to 11.0%

for the water utilities sample. This evidence is used to estimate Arizona-

American's cost of equity by adding 60 basis points to the estimate of the cost of

equity for the water utilities sample to account for Arizona-American's additional

financial risk. That calculation indicates Arizona-American has a cost of equity

that falls in a range of l 1.5% to 1 1.6%.

Q~ PLEASE DISCUSS YOUR THIRD RISK PREMIUM ANALYSIS?

I

1
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8

9
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19 A .

20

21

22

23

24

25

26

My third risk premium estimate is made from historical data on actual returns for

Moody's gas distribution utility stock index and Baa corporate bond rates for the

period 1954 to 2000 displayed in Table 23. In this analysis, I recognized that

while realized risk premiums over short periods may differ substantially from

investor expectations, over a long period such as 1954 to 2000, the average

difference between realized premiums and expected premiums is expected to

converge. Thus, the average of annual total market returns on the gas utility stock

index less the yield on Baa corporate bonds for the period provide data to derive an
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8

estimate of the average risk premium investors have demanded in the past.

Assuming investors require the same risk premium in the future as in the past, with

a forecasted range of 8.1% to 8.2% for Baa corporate bonds, the estimate of the

cost of equity for a typical gas distribution utility falls in the range of 11.8% to

l l .9%. Again assuming a conservative 50 basis point difference between the

required ROE for gas and water utilities, the indicated cost of equity for a typical

large water utility falls in the range of 11.3% to 11.4% and Arizona-American's

equity cost falls in a range of l1.9% to l2.0%.

9 Q- HOW DID YOU CONDUCT YOUR CAPM ANALYSIS?

10 A.

11 +

12

13

14

15

16

17

18

19

The capital asset pricing model is written as:

Equity cost = RF B x  MRP,

where RF, [3 and MRP are discussed below.

There are a number of different ways to implement the CAPM. To be

conservative and to reduce controversy, I have implemented the model as was

done by Staff in the Green Valley Water Company rate case, with one exception.

The exception is my choice of a long-term Treasury security as the measure of the

"RF", the risk-free asset (i.e., an asset with a beta of zero). Staff adopted

intennediate-term Treasury securities as its measure of RF." The current yield, as

of July 25, 2002, on long-term Treasury bonds of 5.3% is adopted as the expected

20

21

22

23

24

25

14 Results of empirical studies of the CAPM and modification of the assumptions of the
original (Sharpe-Lintner) CAPM both indicate the required return for the zero beta asset
is higher than the yield on long-tenn Treasury securities and even higher than the return
on intermediate~tenn Treasury notes or Treasury bills. The empirical results mean that
equity costs for low beta stocks (such as most utility stocks) will be under-estimated if an
asset with a relatively low return is adopted as the zero-beta asset. To be conservative, I
have adopted the return for the Treasury security with the highest published return. it
should be recognized, however, that my choice will bias downward equity cost estimates
for low beta stocks and thus my CAPM estimates are conservative. Staff's choice of an
intennediate~term Treasury security return as the measure of RF will be even further
biased downward than my estimates .

26
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return for that long-term Treasury bond.

Q~ WHAT DO YOU ADOPT As YOUR ESTIMATE OF B?

A. Staffs implementation of CAPM requires an estimate of B, the beta-risk of the

typical water utility at issue. I have adopted an average of the betas reported by

Value Line in its Standard Edition for American States, California Water and

Philadelphia Suburban as my estimate of beta risk. These betas are widely

available and would be known by investors. They are reported in Table 4. An

average of these beta estimates is .6295

1

2

3

4

5

6

7

8

9

10

11

Q, WHY HAVEN'T YOU CONSIDERED BETA ESTIMATES FOR THE

WATER UTILITIES IN VALUE LINE'S SMALL AND MID-CAP

EDITION?

12 A.

13

14

15

16

17

18

19

20

21

Value Line publishes betas for Connecticut Water Service, Middlesex Water and

SJW Corp inits Small and Mid-Cap Edition(formerly theExpanded Edition). The

academic literature indicates, however, that those beta estimates will be biased

downward because they are estimated with weekly data. Smaller companies

typically have stocks that are not traded as often as larger stocks. Richard Roll

concluded, "trading infrequency seems to be a powerful cause of bias in [beta] risk

assessments with short-interval data. Rather severe bias is induced in daily data

and the bias is still large and significant with returns measured over intervals as

long as one month.'6 Ibbotson Associates have reached the same conclusion and

have explained that for relatively small, thinly-traded stocks - such as Connecticut

22

23
15 The approach taken here recognizes that Value Line betas are probably the most widely
available estimates of betas available to investors. To the extent that investors consider
betas when pricing common stocks, it is assumed that thls source of data is relied upon.

24

25
is Richard Roll, "A Possible Explanation of the Small Finn Effect," October, 1980,
unpublished manuscript, Graduate School of Management University of California Los
Angeles.

26
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I

Water Service, Middlesex Water and SJW Corp -- superior estimates of betas can

be made with annual data instead of weekly data used by Value Line." Based on

this expected bias, I have excluded beta estimates for these small water utilities.

Q- HOW YOU ESTIMATE THE EXPECTED MARKET RISK

PREMIUM?

DID

I
I
I Q- WHAT Is YOUR ESTIMATED CAPM RANGE?

Equity cost
9.9%

13.0%

RF
5.3%
5.3%

+
+
+

[3 x
.62 X
.62 X

MRP
7.4%
12.4%

I
|

1

2

3

4

5

6 A. There are a number of ways the expected market risk premium, MRP, could be

7 estimated. Again, to be conservative and to reduce controversy, I used the

8 methods Staff adopted in the Green Valley Water rate case to estimate a range of

9 expected market risk premiums with updated data. One estimate of the MRP is the

10 long-term average market risk premium reported by Ibbotson Associates. Using

l l the long-term Treasury as the measure of RF, the most recent estimate of that long

12 tern average is 7.4% for the period 1926-2001 (2002SBBI Yearbook, Table 9-1).

13 Staff also made an estimate of the current expected MRP from projections

14 Value Line makes for the stocks it follows. As of July 19, 2002, Value Line's

15 projected return for an average stock was 17.7%. Backing out the estimate of the

16 long-term Treasury rate of 53%, the implied current market risk premium is

17 12.4%.18

18

19 A. That CAPM range for an average water utility is found as follows:

20

21

22 Arizona-American is more leveraged than these publicly-traded water utilities.

23 Adding 60 basis points to reflect the higher financial risk of Arizona-American,

24 17 Ibbotson Associates, Stocks, Bond, Bills, and Inflat ion Valuation Edit ion 2002
25 Yearbook, page 130.

26
18 The value of 17.7% is computed as (1.80)'\(1/4)-1 plus 1.9% based on Value Line's
projections on July 19, 2002.
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the evidence for CAPM indicates the Company has an equity cost that falls in a

range of 10.5% to 13.6%. All of my equity cost estimates for Arizona-American

fall within this rather wide range and the mid-point of the CAPM range is above

the mid-point of my other equity cost estimates.

It is difficult to make equity cost estimates with the CAPM because there is

no "best" method to implement the model. And even with the limited choices

made here, the CAPM produces a wide equity cost range of 310 basis points. Had

other implementation methods been included in my analysis, the range would have

been larger. Because Staff has used CAPM in the past, have presented this

CAPM estimate of the cost of equity for perspective, but give it no weight in my

determination of the cost of equity for Arizona-American.

I

VII.

Q-

SUMMARY AND CONCLUSIONS

HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR EQUITY

COST ESTIMATES?

Yes. The various equity cost estimates I made are summarized in Table 24.

WHAT EQUITY RETURN DO YOU RECOMMEND THE Commission

APPROVE FOR ARIZONA-AMERICAN?

I

I
I

I have determined that Arizona-American's cost of equity falls in a range of 11.5%

to 12.1% if 60 basis points are added to benchmark equity costs to account for

Arizona-American being more leveraged than the water utilities sample. I

recommend the Commission authorize Arizona-American an equity return of no

less than l1.5%, the bottom of that range. That return together with a 40%/60%

equity/debt capital structure, discussed in Mr. Stephenson's direct testimony, and

Arizona-American's embedded cost of debt should be used to determine the fair

rate of return.
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16 Q.
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18 A .
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26 Q. S H O U L D  T H I S  F A I R  R O R  B E  MU L T I P L I E D  B Y  T H E  F V R B  T O
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I DETERMINE RATES FOR ARIZONA-AMERICAN?

I
I
I

Yes, it should be. As an economist reading the various Arizona court decisions,

the detemiination of the fair ROR and the FVRB should be independent of one

another. It is not appropriate to first determine the dollar return that would occur if

the ROR were multiplied by an OCRB and then solve for the ROR that produces

the same dollar return when multiplied by the FVRB. Such an approach would

effectively ignore the FVRB, and rely on the OCRB to set rates -- an approach

Arizona courts have disapproved.I
I

Q- DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

Yes.

1359534.1

I

I
I

I
I
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ZEPP DIR. EXH. 1
(Attachments 1 and 2; Tables 1-24)
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Attachment 1

August 6, 1999 WATER UTILIW INDUSTRY 1405

California. The plaintiffs bar in that state has organized

Large companies in the Water Utility Industry
are continuing to benefit from long-term consoli-
dation trends. In addition, small- and medium-
sized water utilities are beginning to be acquired
by electric and energy utilities at handsome pre-
miums.

A cloud continues to hang over the industry; as
tort litigation in California has many water utili-
ties edgy Injuries rule against those locsd utilities,
the fallout could be costly.

Although water utility stocks are ranked to un-
dex-perform the market, they provide conservative
investors an opportunity to capture good yields
with less risk.

t h o u gh  n o  c o n t r a c t  o r  l a w  wa s  b r e a c h e d )  u n d e r wa y  i n

and commenced tor t  l awsui t s  agains t  severa l  publ i c  and

i n  c o n t a m i n a t e d  w a t e r ,  a l t h o u gh  t h e  c o m p a n i e s  c l a i m
to be in ful l  compl iance wi th s tate and federal  s tandards .
T he  pos s i b i l i t y  t ha t  j udgm en t s  c ou l d  be  m ade  aga i ns t
wa t e r  u t i l i t i es  ev en  t hough  t hey  hav e  b rok en  no  l aw i s
d i s t u rb ing f o r  t he  i ndus t ry .  I f  t hes e c as es  s uc c eed,  t he
potent ia l  fadeout  could be higher cos ts  for  water ut i l i t ies
i n  o rder  t o  de f end  t hes e  k i nds  o f  l aws u i t s ,  wh i c h  c ou ld
o c c u r  i n  o t h e r  s t a t e s .  A l s o ,  t h e s e  c o m p a n i e s  m a y  b e
f o r c e d  t o  p a y  l a r ge  s e t t l e m e n t s .  F o r t u n a t e l y  f o r  t h e
i ndus t r y ,  t he  Ca l i f o rn i a  P ub l i c  U t i l i t i e s  Com m i s s i on  i s
i n v e s t i ga t i n g t h e  a d e q u a c y  o f  e x i s t i n g d r i n k i n g w a t e r
s t a n d a r d s  a n d  h a s  t e m p o r a r i l y  p u t  a  s t o p  t o  j u d i c i a l
p roc eed ings .

p r i v a t e  c ommuni t y  wat e r  s y s t ems  f o r  a l l eged l y  de l i v e r -

Industry Consolidation
For the most part, water utilities stand as the last the

American monopoly. Water companies face little or no
competition for water services in a given locale because
the barriers to entry are very high. Consequently, large

s i t i ons  a re  t he  bes t  way  t o  ac c om p l i s h  t h i s  goa l .  A l s o ,
ac qu is i t i ons  he lp  t o  d i v ers i f y  t he  l a rger company, a l l ow-
i n g i t  e x p o s u r e  t o  d i f f e r e n t  ge o gr a p h i c  r e gi o n s ,  wh i c h

'  c a n  b e  b e i i t z i i c i a l  w h e n  o n e  a r e a  o f  t h e  c o u n t r y  i s
s t r u ggl i n g.  T a k e o v e r  t a r ge t s  t e n d  t o  w e l c o m e  t h i s  a r -
rangement  because they  general ly  meed the ex t ra capi tal
t O  rep lac e  and upgrade ex i s t i ng wat er  d i s t r i bu t i on  ne t ~
w o r k s ,  s i n c e  a  f o o t  o f  p i p e  t h a t  c o s t  $ 1  t o  i n s t a l l  a
h u n d r e d y ears ago now cos ts  apprordmately  $100.

A n  i n t e r e s t i n g  p h e n o m e n o n  i n  t h e  W a t e r  U t i l i t y  I n -
dus t ry  is  the takeovers  by  energy  companies  and elec t r ic
u t i l i t i e s .  E n e r gy  a n d  e l e c t r i c .  u t i l i t i e s  h a v e  m u c h  i n
common wi th water  companies .  AU three groups  p lan for
c a p i t a l  i n v e s t m e n t s  i n  d i s t r i b u t i o n  s y s t e m s ,  r e a d
meters ,  b i l l  cus tomers ,  and dea l  heav i l y  wi t h  regu la tors
and  l oc a l  l aws .  B y  ac qu i r i ng s m a l l -  and  m ed i um ~s i z ed
water  u t i l i t i es ,  t hese companies  are c reat ing economies
o f  s c a l e ,  wh i l e  p rov i d i ng t he i r  s hareho l de rs  w i t h  d i v e r -
s i t y  and s teadier  revenues .  I nves tors  who hold shares  of
an  ac qu i s i t i on  t a rge t  a re  po i s ed  t o  p ro f i t  hands om e l y ,
s i n c e  s o m e  p u r c h a s e s  h a v e  b e e n  f o r  a s  m u c h  a s  f o u r
t i mes  book  v a l ue .  Th i s  k i nd  o f  c ap i t a l -apprec i a t i on  po-
t e n t i d  i s  u n u s u a l  f o r  t h i s  i n d u s t r y  wh i c h  i s  m a r k e d  b y
s l ow growt h  and  hea l t hy  y i e l ds .

cornpames looking for earnings growth find that acqui- M e e t i n g  G o v e r n m e n t  R e g u l a t i o n s .
The Safe  Dr in ldng Water  Ac t  (SDWA),  wh ic h  was  las t

a m e n d e d  i n  1 9 9 6 ,  h a s  p r o v i d e d  t h e  b a s i s  f o r  c u r r e n t
d r i n k i n g w a t e r  q u a l i t y  s t a n d a r d s .  I t  r e q u i r e s  t h a t  t h e
E nv i ronm en t a l  P ro t ec t i on  A genc y  wo rk  m ` t h  s t a t e  and
l o c a l  a u t h o r i t i e s  t o  s e l e c t  a n d  t e s t  f o r  f i v e  p o t e n t i a l
contaminants  every  f ive years .  The amended SDWA also
p rov i ded  a  $1  b i l l i on  r ev o l v i ng l oan  f und  t o  he l p  l oc a l
c o m m u n i t i e s  t o  i n s t a l l  a n d  u p g r a d e  t h e i r  t r e a t m e n t
p l a n t s  t o  r e m a ' m  i n  c o m p l i a n c e  w i t h  d r i n k i n g w a t e r
p u r i t y  s t a n d a r d s .  W a t e r  c o m p a n i e s  s p e n d  a n y w h e r e
f r o m  1 5 %  t O  5 0 %  o f  t h e i r  a n n u a l  c a p i t a l  b u d ge t s  t o
r e m a i n  i n  c o m p l i a n c e  w i t h  t h e  S D W A .  M a n y  o f  t h e
c o m p a n i e s  m a d e  l a r ge  i n v e s t m e n t s  t o  u p gr a d e  t h e i r
i n f ras t ruc tures  ear l i e r  i n  t he  dec ade,  s o  c ap i t a l  ou t l ay s
over  t he nex t  3- to 5-years should remain s tab le ,  or  even
d e c l i n e .  T h e  n e e d  t o  r e m a i n  i n  c o m p l i a n c e  w i t h  t h e
S DWA  i s  a  p r i m a ry  d r i v e r  f o r  t he  p res en t  wa t e r  u t i l i t y
c ons o l i da t i on  t rend .

Tort Litigation
Mos t  wategpampanies  are  k eep ing a  wat c h§. ; 1  ey e gr

h ev ent o r t  l i t i ga t 1 o n l = ° ( a  c i v i l  l a w s u i t  a ga i n s t  a  p a r t y

Investment Advice
The water  company  s tocks  inc luded in  th is  rev iew are

not  t ime ly  f o r  y ear -ahead i nv es t ment .  Cons erv a t i v e  'm-
v ec tors  m ight ,  howev er ,  f i nd  t hos e equ i t i es  wi t h  a t t rac -
t i v e  d i v i d e n d - gr o w t h  p r o s p e c t s  a n d  f a v o r a b l e  S a f e t y
r a n k s  a  w o r t h w h i l e  i n v e s t m e n t  n o t w i t h s t a n d i n g  t h e
af orement i oned l i t i ga t i on .

_ Joseph IEspa£l lat
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INDUSTRY TIMELINESS: 86 (of 97)

Composite Statistics: Water Utllity industry
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M a y  3 ,  2 0 0 2 WATER UTILITY INDUSTRY 1420
Infrastructure costs in the Water Utility Indus-

try may rise dramatically over the coming 20
years. A.s a result, larger companies are purchase
in smaller ones in an effort to achieve economies
of scale.

Water Utility stocks are ranked to underperform
the market over the coming 12 months.

utilities within its state. In the context of regulatory
diversity, American Water Works,American States Wa-
ter, and Calif aria Water should benefit from having
operations outside of California over the near term.

Industry Consolidation
Infrastructure costs in the Water Utility Industry will

likely rise considerably over the next 20 years. These
companies must maintain and upgrade their existing
systems continually in under to remain in compliance
with increasingly stringent rules issued by the Environ-
mental Protection Agency (EPA) and local regulators.
Many of the facilities and pipes that treat and transport
water were constructed over 100 years ago. The costs of
replacing those systems are dramatically higher now,
even after adjusting for inflation. Also, the ongoing
depletion of nearby bodies of water forces many water
utilities to obtain water from more-distant sources at an
additional expense. Water is difficult andexpensive to
transport, singpit is heavy and incompressible. Yet, the
utilities must keep up with the increasing demand for
drinking water. as the domestic population continues to
rise. All in all, industry sources estimate that in addition
to funds already being used to upgrade
water/wastewater systems, $140 billion to $500 billion
more will be needed to fix up the nation's water infra-
structure over the next two decades. A good deal of this
shortfall will likely be made up over time by increased
federal spending and higher water rates. Nonetheless,
water utilities will probably foot much of the bill.

Large-scale foreign acquirers have been very inter-
ested in domestic water utilities over the past few years.
Germany-based RWE AG is expected to complete the
purchase of this country's largest investor-owned water
utility American Water Works, earlynext year. Foreign
utilities are attracted to the stable political environment
in the U.S. and vast consolidation opportunities. At
present, though, we expect the buying spree to moder-
ate, as these acquirers digest their recent purchases and
contend with water-related issues in their home coun-
tries.

SDWA Regulations .
The Safe Drinking Water Act (SDWA) . of 1974

(amended in 1996) authorizes the EPA to work with
state and local governments to test for potential imps
cities 'm drinking water. The EPA mandates what par-
ticular level of a certain contaminant is acceptable per a
specified amount of water. Water utilities routinely
spend a considerable portion of their annual capital
budgets on efforts to stay in compliance with SDWA
guidelines. For example, California Water estimates
that it will cost S125 million over the next live years to
be in compliance with the EPA's new rule on the allow-
able level of arsenic in drinking water (10 parts per
billion). Water companies must also comply with the
Clean Water A.ct, and numerous state and local laws.

Investment Advice .
The Water Utility stocks in this review are not timely

for year-ahead investment. Moreover, these issues are

ratios, as investors look for a secure dividend and good
takeover prospects. As such, we believe that there is
some downside risk here as equity markets improve,
because investors may become more willing to take on
additional risk and move their funds out of this sector in
an e5lort to pursue total-return prospects that are pres-
ently not available in this industry

currently trading at the high end of their historical P/E

Joseph Espaillat

The cos ts  of  s tay ing in compl iance wi th dr ink ing water
l aws  a re  par t i c u l a r l y  onerous  f o r  s ma l l e r  regiona l  c om-
pan i es  bec aus e  t hey  hav e  a  l ower  c us t om er  bas e  ov e r
w h i c h  t o  s p r e a d  t h e i r  o u t l a y s .  S m a l l  a n d  m i d - a i z e d
w a t e r  u t i l i t i e s  t e n d  t o  w e l c o m e  t a k e o v e r  o f f e r s  f r o m
l a r ge r  c o m p a n i e s  s o  t h a t  t h e y  c a n  ga i n  a c c e s s  t o  t h e
b i gger  f i rm ' s  s uper i o r  c ap i t a l  res ourc es .  T he  ac qu i r i ng
c o m p a n y  a t t e m p t s  t o  a c h i e v e  e c o n o m i e s  o f  s c a l e  b y
e n ga gi n g i n  t h e s e  t r a n s a c t i o n s .  M o r e o v e r ,  i t  l o o k s  t o
ga i n  gr e a t e r  ge o gr a p h i c  d i v e r s i t y  t h a t  c a n  r e d u c e  i t s
s us c ep t i b i l i t y  t o  un f av o rab l e  wea t he r  pa t t e rns  and  po -
tent ia l l y  burdensome local  regulators .  For  example,  The
Cal i f o rn ia  Pub l i c &Ut i l i t i es  Commis s ion (CPUC) has  un~
dergone many changes over the past  couple of  years ,  and
i t  i s  now l es s  t i i end l y  t o  t he  bus i nes s  i n t e res t s  o f  t he

o n z v
n¢en.a.s»~n.ls»ar

am-na on-so w e .
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Arizona-American Water Company

Table 1

Selected Characteristics of Water Utilities Sample

Companies in Sample-af

%
Water

Revenues-w

S&P
Bond

Rating-°'

Moody's
Bond

Rating-b'

Common
Equity
Ratio~°'

1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp

91%
100%
98%
98%

A+
AA-
AA-

N R

AL
Aar
NR
NR

45%
49%
48%
58%

50%Average of Four Company Sample

Arizona-American-d' 40%

Companies Not in Sample-af Reason Not Included

American Water Works
Connecticut Water Service
Middlesex Water
Southwest Water

94%
100%
100%
42%

A+
NR
A+
NR

AS
NR
AS
NR

merger in progress
anticipated merger
anticipated merger

% of water revenues

Sources:
_a/ List of water utilizes relied upon by ACC Staff in Docket No. W-01427A-01-0487
_b/ C.A. Turner Utility Reports, August 2002.
_c/ As reported for 2001 by Value Line August 2, 2002 or from SJW Corp SEC Form 10-K.
_d/ Company estimate.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
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I
I
I
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Arizona-American Water Company

Table 2

Premiums Received by Investors from Recent
Mergers and Acquisitions of Water Utilities

Approximate
Date of

Acquisition
or Merger

Highest Price
in Year Prior to
Announcement

Value at
Time of

Merger or
Acquisition Basis PremiumCompany

Aquarion

United Water Resources

E-Town

Dominguez

Consumers Water

American Water Works

Average Premium

August 1999

July 2000

Year-end 2000

May 2000

March 1999

Proposed

$27.40

$25.00

$48.30

$21 .50

$20.80

$34.00

$37.05

$35.30

$68.00

$33.75

$33.10

$46.00

cash

cash

cash

stock

stock

cash

35%

41%

41 °/>

57%

59%

35%

45%



Arizona-American Water Company

Table 3

Selected Characteristics of Gas Utilities Sample

Companies in Sample-af

Percentage
of Gas

Revenues_b/

S&P
Bond

Rating_b/

Moody's
Bond

Rating__b/

1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 hw Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

60%
97%
90%
98%
67%
86%
100%

A-
A-

A+
A

AA-
A

AA-

AB
As
A1
AS
Aar
AS

Aa2

Companies Not in Sample-af Reason Not Included

BBB+ Baal

AA Aar

BBB Baa2

Cascade Natural Gas
Energen
NUI Corp
NICOR
New Jersey Resources
ONEOK
SEMCO Energy
South Jersey Industries
Southwest Gas
UGI Corp

100%
39%
46%
77%
55%
22%
59%
55%
86%
23%

BBB- Baan

bond rating
% gas revenues
% gas revenues

fraud investigation
% gas revenues
% gas revenues

bond rating
% gas revenues

bond rating
% gas revenues

Sources:
_a/ List of gas utilities relied upon by ACC Staff in Docket No. G-03703A-01 -0263.
_b/ C.A. Turner Utility Reports, August 2002.

I
I
I
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Arizona-American Water Company

Table 4

Beta Risk and Safety Rankings of Gas and Water Utilities Samples~a-*'/

Beta
Safety
Rank

Gas Distribution Utilities
1 AGL Ftesources
2 At nos Energy
3 Laclede Gas
4 NW Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

Average

0.60
0.55
0.55
0.60
0.70
0.60
0.60
0.60

2
3
2
2
1
2
1

1.9

Water Utilities
1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp-bf

0.65
0.60
0.60
0.55
0.60

3
2
2
2

2.3Average

Sources:
_a/ Value Line, Summary and Index, July 19, 2002 with

the exception of SJW Corp.
_b/ From the Value Line Small and Mid-cap Edition,

Summary & Index, dated July 19, 2002.

7/24/02



Arizona-American Water Company

Table 5

Development of Alternative Water Utility Costs of Equity
That Reflect Differences in Leverage

Panel A: Average for Sample Water Utilities

I
I
I
I
I
I
I
I

Bottom debt
equity

Capitalization
Ratio
0.50
0.50

Incremental
Cost-a/
7.84%
10.9%

Weighted
Cost

3.92%
5.45%
9.37%

Top debt
equity

0.50
0.50

7.84%
11.5%

3.92%
5.75%
9.67%

Panel B: Increase Leverage:

Bottom debt
equity

Capitalization
Ratio
0.60
0.40

Incremental
Cost-b'
7.84%
1 1 .7%

Weighted
Cost

4.70%
4.67%
9.37%

Top debt
equity

0.60
0.40

7.84%
12.4%

4.70%
4.97%
9.67%

Notes:
_a/ Incremental cost of debt as reported August 2, 2002 by Value

Line for Baa-rated utility bonds. Cost of equity range as
estimated and reported in Table 24.

_b/ Assumes no change in incremental debt cost but increases
the cost of equity to reflect more financial risk.

8/06/02
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Arizona-American Water Company

Table 6

Actual and Forecasted Baa Bond Rates

Baa
Corporate

Bonds

8.05%

I
I
I
I
I
I
I
I 7.87%

7.22%

7.88%

Year/Month

19g6-a/

1997-8!

1 g98-a!

1 g99-a/

2()00-a/ 8.37%

2001_a/ 7.95%

7.84%

8.10%

July 2002-b/

Forecast for 1/2003-C'

Forecast for 2004-d/ 8.20%

Sources:
_al Federal Reserve.
_b/ Value Line, Selection & Opinion, August 2, 2002

for recent selected yields at July 25, 2002.
_c/ Blue Chip Financial Forecasts, quarterly consensus

forecast, July, 2002.
_d/ Blue Chip Financial Forecasts, long-term

forecast reported in June, 2002.

8/06/02
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I
I Arizona-American Water Company

Table 7

I Recent Authorized Returns on Equity
For Larger Arizona Water, Sewer and Gas Utilities

Company
Decision
Number

Decision
Date

Authorized
ROE

I
I

Citizens Utilities Company, Agua
Fria Water Division, Sun City Water
Company, Sun City Sewer Company
and Sun City West Utilities Company 60172 10.50%

60220 1 1 .00%

60437 1 1 .50%

I 61008 11.30%

61831 11.00%

61854 12.00%

62184 1 1 .75%

Paradise Valley Water Company

Far West Water Company

Saddlebrooke Utility Company

Paradise Valley Water Company-"'

Bermuda Water Company

Pima Utility Company (Sewer)

Far West Water & Sewer Co. (Water) 62649 11.50%

Southwest Gas Corporation 64172 1 1 .00%

Arizona Water Company (Northern Group) 64282

May 7, 1997

May 27, 1997

Sept 29, 1997

July 16, 1998

July 20, 1999

July 21, 1999

Jan 5, 2000

June 13, 2000

Oct. 30, 2001

Dec. 28, 2001 10.25%

I
I
I
I
I

Note:
_n/ Now named Arizona-American Water Company.

I
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Arizona-American Water Company

Table 11

Comparisons of Realized and Authorized ROEs and
Market-to-Book Ratios for Water Utilities and

Value Line's Industrial Composite: 1992 - 2001

Earned
ROE

Authorized
ROE

Earned
Less

Authorized
ROE

Water Industrial
Utilities Composite

M/B M/B

1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

10.00
11.60
10.40
11.40
9.70
10.50
11.00
11.10
11.10
10.30
10.90

12.82
12.73
12.72
11.96
11.99
11.30
11.14
10.87
10.87
10.74
10.57

-2.82
-1 .13
-2.32
-0.56
-2.29
-0.80
-0.14
0.23
0.23
-0.44
0.33

1.35
1.49
1.55
1.28
1.33
1 .48
1.73
2.06
2.50
2.06
2.27

2.43
3.10
3.18
2.90
3.15
3.50
4.13
4.83
5.21
4.85
3.35

Average -0.88

Sources:
a/ Year-end C.A. Turner Utility Reports
b/ Value Line Industrial Composite as

reported January 25, 2002.
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I
Arizona-American Water Company

Table 21

I Risk Premiums Computed from Past ROEs Earned by Water Utilities
and Forecasted Cost of Equity Range for Water Utilities

Panel A:
Baa

Corporate
Bond

Rates-b'

Average
Baa

Bond Rate

Realized
ROEs for

Water
utilities$-a/

Average
ROE

Risk
Premium-c'

Average
Risk

Premium

1991-1995
1991
1992
1993
1994
1995

9.80%
8.98%
7.93%
8.63%
8.20% 8.71 %

12.00%
10.51 %
11.60%
10.71%
11.13% 11.19%

2.60%
1 .93%
4.07%
2.48%
3.33% 2.88%

1996-2000
1996
1997
1998
1999
2000

8.05%
7.87%
7.22%
7.88%
8.37% 7.88%

11.60%
11.57%
10.91%
10.56%
9.81% 10.89%

3.95%
4.10%
4.09%
3.08%
1.84% 3.41%

Differences in Averages: -0.83% -0.30% 0.53%

Relative Change -100 -36 64

I
I Pane/8:

Forecasts of
Baa Corporate
Bond Rate-"'

Estimated
Risk

Premium-c'

Forecasted
Equity
Cost

8.10%
8.20%

3.27%
3.21 %

11.4%
11.4%

Notes and Sources:
_a/ Source: Tables 2-4 of CPUC WNGB Report, dated March 2002, in A. 01 -10-028.
_bl Past Baa rates reported by the Federal Reserve.
_c/ Based on evidence reported by c. A. Turner Utility Reports at year-end

for the last ten years, the average cost of equitywas more than 40 basis
points higher than an average of realized ROEs. See Table 11.

_d/ Range of consensus forecasts reported by Blue Chip, June 2002 for the
period 2003 to 2004.
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Arizona-American Water Company

Table 22

Risk Premium Analysis
Regression Analysis of Risk Premiums Based on Authorized Returns

for Natural Gas Utility Stocks-'v and Baa Corporate Bond Rates
1982-2002

Regression Formula-°/: Risk Premium = Ao + A1 x Baa Corporate Rate

I

Regression Output:
Constant (As) 0.0745
Std Err of Y Est 0.0077
R Squared 0.8541
No. of Observations 454
Degrees of Freedom 452

Slope (AL)
Std Err of Coed.
t-statistic

-0.510
0.010
-51.4

Equity Cost
Estimate

Predicted
Premium-°/

Forecasted
Baa Corporate

Bond
Rate-b/

Bottom
Top

1 1 .42%

1 1 .47%

3.32% +
3.27% +

8.10%
8.20%

Estimated Equity Cost for the Average Utility
in Water Utilities Sample:

Bottom
Top

10.9%
11.0%

Notes and Sources:
_a/ Sources: Annual Surveys of Gas Rate Cases, Public

Utilities Fortnightly, KAN Rate of Return Data Books, Regulatory
Research Associates and the Federal Reserve.

_b/ Range of consensus forecasts of rates for Baa Corporate
bonds for 2003-2004 as of June 2002 as reported by Blue Chip.

_c/ Regression analysis assumes 8-month lag between Baa
bond rate and the date of respective commission orders.
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Arizona-American Water Company

I
Table 23: Risk Premium Analysis

Comparison of Total Returns on Moody's Natural Gas Stock Index
and Baa Corporate Bond Rates

Annual
Average

Divifiend-m
Index

Gain/Loss
Dividend

Yield

Total
Gas Stock

Return
Frisk

Premium

Rates
on Baa

Corporate

Bonds-3'
3.45%
3.62%
4.37%
5.03%
4.85%
5.28%
5.10%
5. 10%
4.92%

Moody's
Natural

Gas
Price

index~°'
26.47
28.10
28.23
25.78
38.71
39.59
48.21
64.96

1.32

1.43

1.49

1.53

1.63

1.79

4.99%
5.09%
5.28%
5.93%
4.21 %

4.85%

4 .81 %

5.02%

6. 18%

6.93%

7.23%

59.73
64.62
68.24
64.31
53.50
50.49
53.80
43.88

1.91
2.01
2.13
2.27
2.40
2.75
2.67
2.79
2,88

4.52%
3.96%
3.09%
8.57%
3.51%
8.52%
4.28%
4.99%
5.53%
5.35%

2.97
3.06
3.10

8.65%

9.12%

5.38%

7.93%

8.48%

10.63%

10.56%

9.12%

8.99%

9.94%

12.06%

14.64%

16.55%

14.14%

13.75%

52.33

47.86

53.54

43.43

29.71

38.29

51 .ea

50.88

45.97

53.50

56.61

53.50

50.62

5 5 7 9

3.2t
3.31
3.48
3.65
3.85
4.07
4.38
4.59

4.95
5.28

6.77%
5.85%
6.48%
6.00%
7.62%

11 .54%
9.53%
7.43%
8.00%
9.42%
8.58%
8.74%
9.87%

10.77%
10.23%

1954

1955

1956

1957

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967

1968

196g

1970

1971

1972

1973

1974

1975

1976

1977

197B

1979

1980

1981

1982

1983

1954

1985

1986

1987

19BB

1989

1990

1991

1992

1993

13.40%

1 1 .58%

9.97%

1129%

10.65%

G9.70

76.58

90.89

77.25

5.45
5.71

6.06
5.68
5.86
6.15
6.45
6.70
6.94
7.08
7.23
7.36

9.82%

10.43%

9.26%

8.81 %

7.69%

9.10%

86.76

117.05

108.86

124.32

138.79

154.06

126.96

15594

166.64

8.69%
7.42%
6.45%
7.96%
7.43%
5.72%
6.38%
5.69%
5.21 %
4.78%
5.89%7.49%

7.89%

7.82%

7.23%

8.19%

191.04

177.24

166,84

200.68

7.48
8.01
7.99
8.12
8.18
8.22

6.16%
0.46%
-8.68%
50.16%
227%

21 .77%
34.74%
-8.05%
8.19%
5.60%
-5.76%

-16.B1 %
-5.63%
6.56%

.18.44%
1926%
-8.54%
11.87%
-18.88%
-al .59%
28.88%
35.28%
-1 .78%
-9.65%
16.38%
5.81%
-5.49%
-5.38%
10.21 as
24.93%
9.87%

18.69%
-1 s.01 %
12.31 %
34.91%
-7.00%
14.20%
1154%
11.00%
-17.59%
22.83%
6.86%

14.64%
-7.22%
-5.87%
20.28%

5.14%
4.79%

4.25%
4.62%
4.93%

1 1 .14%
5.55%
43.40%
5G.O9%
6.48%

26.29%
38.71 %
~4.96%
1 1.75%
9.11 %
-2.24%

-12.53%
-0.64%
12.08%
-18.09%
26.03%
-2.69%
18.35%
-12.B9%
-23.97%
40.42%
44.82%
5.66%
-1 .65%
25.80%
14.39%
3.25%
4.49%

20.98%
35. 17%
18.57%
26.10%
-8.56%
20.27%
42.35%
-1 _27%
20.58%
17.33%
16.21 %
-12.81 %
28.72%
12.00%

19.44%
-2.97%
~1 .25%
25.21%

7.59%
1.93%
-7.77%

51 .06%
1 .63%

21 .01 %
33.61%
-10.06%

6.83%
4.26%
-7.05%

-17.55%
-6.82%
5.15%

-20.32%
17.38%
-11 .81 %

9.97%
-20.82%
-32.45%
29.79%
34.26%
-3.46%

-10.64%
15.86%
2.33%

-1139%
-12.06%

6.84%
21 .42%
5.17%

14.52%
-18.53%

8.98%
31 .70%
-11 .09%
10.15%
8.07%
7.40%

-20.50%
19.62%
4.51%

11.55%
-10.29%
-8.48%
17.02%

1994

1995

1996

1997

1998

1999

2000 8 0 2 %

Average Risk Premium 3.67%

Equity Cost Forecast
Low
High

Forecast of
Baa
Bond

Rates-°'
8.1 %
8.2%

Gas
Utility
Equity
Cost

11 .8%
11 .9%

Water
Utilities
Sample

Equity Cost
11 .3%
1 1 .4%

Az-Am
Equity
Cost

1 1.9%
12.0%

Sources and Notes:

a/ u. s. Federal Reserve. Monthly fates for December of the indicated year.
b/ Margent,MQodv's 2001 Public tiny Manual.
C/ Range of forecasts for 2003-2004 compiled by Blue Chip, June 2002.
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Arizona-American Water Company

Table 24

Summary Table: Estimated Cost of Equity Ranges for Water
Utilities Sample and Arizona-American Water Company

Estimated
Ranges of
Equity Costs

for Water
Utilities Sample

Estimated
Range of

Equity Costs for
Arizona-American

Water

Discounted Cash Flow Estimates

Based on Water Utilities 11.1%tO 11.1% 11.7% to 1 1.7%

Based on Gas Utilities 11.4% to 11.5% 12.0% to 12.1%

Risk Premium Estimates

Based on Water Utilities 11.4% to 11.4% 12.0% to 12.0%

Based on Gas Utilities
Authorized ROEs 10.9% to 11.0% 11.5% to 11.6%

Based on Moody's Gas
Utilities Index 11.3% to 11.4% 11.9% to 12.0%

Estimated Equity Cost Range for Arizona-American Water Company 11.5% 12.1%
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I

I I. INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.I My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

Street, S.E., Salem, Oregon 97302.I
WHAT Is YOUR PROFESSION AND BACKGROUND?

I
I

I

I
I
I

I am an economist and Vice President of Utility Resources, Inc., a consulting firm.

I received my Ph.D. in Economics from the University of Florida. Prior to jointly

establishing URI in 1985, I was a consultant at Zinder Companies from 1982-1985

and a senior economist on the staff of the Oregon Public Utility Commission from

1976 to 1982. Prior to 1976, I taught business and economics courses at the

graduate and undergraduate levels.

I have been deposed or testified on various topics before regulatory

commissions, courts and legislative committees including two Canadian regulatory

authorities, four Federal agencies and in the states of Alaska, Arizona, California,

Colorado, Georgia, Idaho, Illinois, Iowa, Kentucky, Minnesota, Montana,

Nebraska, Nevada, New Mexico, Oklahoma, Oregon, Tennessee, Utah,

Washington and Wyoming. In addition to cost of capital studies, I have testified as

an expert on the valuation of utility property, estimated incremental costs of

energy and telecommunications services, and presented rate design testimony.

I Q- WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED BEFORE?

I
I

1

2 Q.

3 A.

4

5 Q.
6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20
21 A.

22

23

24

25

26

I have testified on cost of capital or other financial issues before the Interstate

Commerce Commission, Bonneville Power Administration and in 13 states. My

studies and testimony have included consideration of the financial health and fair

rates of return for Nevada Bell Telephone, Illinois Bell Telephone, General

Telephone of the Northwest, Pacific Northwest Bell, U S WEST, Anchorage

Municipal Light & Power, Pacific Power & Light, Portland General Electric,

FENNEMORE CRAIG
A PROFESS(ONAL CDRPORATION

PHOENIX
1
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I
I
I
I
I
I
I
I

Commonwealth Edison, Northern Illinois Gas, Iowa-Illinois Gas and Electric,

Puget Sound Power & Light, Idaho Power, Cascade Natural Gas, Mountain Fuel

Supply, Northwest Natural Gas, Arizona Water Company, California-American

Water Company, California Water Service, Dominguez Water Company,

Kentucky-American Water Company, Mountain Water Company, Oregon Water

Company, Paradise Valley Water Company, Park Water Company, San Gabriel

Valley Water Company, Southern California Water Company, Tennessee-

American Water Company and Valencia Water Company. I have also prepared

estimates of the appropriate rates of return for a number of hospitals in

Washington, a large insurance company, and railroads.

Q- DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO

COST OF CAPITAL ISSUES?

I
I
I
I
I

Yes. published an article "Water Utilities and Risk,"Water: the Magazine of the

National Association of Water Companies Vol. 40, No. l (Winter 1999),and was

an invited speaker on the topic of risk of water utilities at the 57th Annual Western

Conference of Public Utility Commissioners in June 1998.I also presented a paper

"Application of the Capital Asset Pricing Model in the Regulatory Setting" at the

47th Annual Souther Economic Association Meetings and published an article

"On the Use of the CAPM in Public Utility Rate Cases: Comment" in Financial

Management (Autumn 1978). While on the staff of the Oregon Public Utility

Commission, I also established a sample of over 500,000 observations of common

stock returns and measures of risk and conducted a number of studies related to the

use of various methods to estimate costs of equity for utilities. I was invited to

lecture at Stanford University to discuss that research.I

1

2

3

4

5

6

7

8

9

10

11

12

13 A.

14

15

16

17

18

19

20

21

22

23

24

25

26I
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I
I
I 1 II.

Q-

PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS

WHAT Is THE SUBJECT OF YOUR TESTIMONY IN THIS

PROCEEDING?

I
I
I
I
I
I

Arizona-American Water Company ("Arizona-American" or the "Company") has

asked me to estimate its cost of common equity to be used in developing a just and

reasonable rate of return on Arizona-American's investment in its utility plant and

property devoted to public service for ratemaking purposes. My study is based on

data available to investors in early August 2002. Iras also asked to review certain

published decisions of the Arizona appellate courts related to the use of a "fair

value" rate base ("FVRB") in setting rates in Arizona, and to express my opinion

as an economist concerning the rate base to which the cost of equity and the

overall rate of return should be applied in Arizona based on those decisions. Mr.

David Stephenson will testify regarding Arizona-American's capital structure, cost

of debt and total cost of capital (rate of return), which includes my recommended

cost of equity.I
HOW Is YOUR TESTIMONY ORGANIZED?

I
I
I
I
I
I

2

3
4 A.

5

6

7

8

9

10

11

12

13

14

15

16 Q.
17 A.

18

19

20

21

22

23

24

25

26

In this Section II, I outline my testimony and summarize my analysis.

In Section III, I discuss my review of certain decisions of the Arizona courts

and provide my opinion as an economist about what rate base must be combined

with a ROR that includes a market determined estimate of the cost of equity,to

satisfy the requirements of the Arizona Constitution as interpreted in those

decisions.

In Section IV, I discuss the risk of  water utility common stocks and

differences in risk of water utilities and natural gas distribution utilities ("gas

utilities") and explain why Arizona-American's higher leverage and unique

business risks in Arizona make the Company more risky than an average publicly-

I FENNEMORE CRAIG
A PROFESSIONAL CORPDRATION

PHCENIX
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I
I
I

I
I

traded water utility I examine to determine benchmark equity costs.

Section V reports my discounted cash flow ("DCF") equity cost estimates

for samples of water utilities and gas utilities.

Section VI presents equity cost estimates based on three risk premium

approaches. For perspective, I also estimate an equity cost range with the capital

asset pricing model ("CAPM").

Section VII provides a summary of my analysis and my recommended

return on common equity ("ROE") for Arizona-American.

Q- HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS T()

ACCOMPANY YOUR TESTIMONY?

Yes. I have prepared 24 tables that support my testimony. These tables are

attached to this testimony at Exhibit Zepp Dir. Exh. 1.

PLEASE SUMMARIZE YOUR TESTIMONY.

My findings and recommendations are the following:

1. Arizona~American's cost of common equity is greater than the cost of
common equity of the average water utility/ in my sample of publicly-traded
water utilities because it is more leverage and has other additional business
risks. I estimate Arizona-Ame1rican's additional leverage requires an equity
cost premium of at least 60 basis points.

2. The market cost of common equity facing large, publicly-traded water
utilities falls in a range of 10.9% to 11.5% at this time:

DCF model estimates for a sample of four publicly-traded water
utilities indicate their average cost of equity is ll.l%, '

Based on a DCF analysis of 98 utilities, the cost of equity for a
comparable risk water utility fa is in a range of l1.4% to l1.5%,

1

2

3

4

5

6

7

8

9

10

11 A .

12

13 Q.

14 A .

15

16

17

18

19
20

21

22

23

24

25

26

The costs of equity derived from three risk premium analyses
indicate the cost of equity for publicly-traded water utilities falls in a
range of 10.9% to 11.4%.

3.

A range of equity costs indicated by the CAPM overlaps my other
estimates of the cost of equity.

An internal rate of return analysis for Middlesex Water and Connecticut

I
I
I
I
I
I
I
I
I
I
I
I

FENNEMORE CRAIG
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I

I Water Service, two other water utilities considered by the Utilities Division
("Staff") in past rate cases but not included in my DCF sample, is not
inconsistent with my estimated equity cost range for publicly-traded water
utilities. ,

4. I estimate Arizona-American's cost of equity falls in a range of 11.5% to
12.1%. I recommend that Arizona-American be allowed to ham a ROE of
no less than ll.5%, the bottom of the range of my cost estimates.
See Summary Table 24, Exh. Zepp Dir. Exh. 1

e city
attached wreto.

I
I 5. A determination of a ROE and overall rate of return is independent of the

determination of an original cost rate base ("OCRB") and determination of
the value of the FVRB. As an economist, I conclude the ROR that includes
my recommended ROE of no less than 11.5% should be adopted and
multiplied by the FVRB to determine revenue requirements for Arizona-
American's systems.

III. ARIZONA COURT DECISIONS INDICATE UTILITY RATES SHOULD
BE SET To RECOVER A MARKET-BASED COST OF EQUITY APPLIED
TO A FAIR VALUE RATE BASE

Q- WHAT Is THE ISSUE YOU ADDRESS IN THIS SECTION OF YOUR

TESTIMONY?

The Arizona Constitution provides that "the corporation commission shall, to aid it

in the proper discharge of its duties, ascertain the fair value of the property within

the State of every public service corporation doing business therein." Arizona

Constitution, Art. XV, § 14. Given that the Arizona Constitution requires the use

of a "fair value" rate base ("FVRB") in setting rates, a preliminary issue that

should be addressed is whether the percentage rate of return on rate base ("ROR"),

which is composed of the market cost of equity and embedded costs of debt,

should be set independent of the determination of the FVRB or whether the ROR

should be adjusted to hold a utility's earnings at the same level that would occur if

an original cost rate base ("OCRB") had been used to determine the revenue

requirement.

Q- PLEASE DISCUSS WHAT is MEANT BY A FAIR RATE OF RETURN.

1
2
3
4
5
6
7
8
9

10
11
12

13 A.
14
15
16
17
18
19
20
21
22
23
24
25 A.
26

A fair rate of return is achieved when a utility is permitted to set rates and charges

I
I
I
I
I
I
I
I
I
I
I
I
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A PROFESSIONAL CORPORATIGN

PHOENIX
5



I
I
I

I
I

for service at levels where the expected return provides common stock investors a

reasonable opportunity to earn the cost of common equity. Since operating

expenses and interest on debt take precedence over payments to common

stocldiolders, the common equity shareholders of the company bear the greatest

risk of not receiving expected returns. The U. S. Supreme Court recognized this

requirement many years ago. In describing the ROR on a utility's FVRB, the U.S.

Supreme Court, in Blue field Waterworks, stated:

I
A public utility is entitled to such rates as will permit it to
am a return on the value of the property which it em lays for

the convenience of the public equal to that generally being
made at the same time and in the same general part of the
country on investments in other business undertakings which
are attended by corresponding risks and uncertainties, but it
has no constitutional right to profits such as are realized or
anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the f inancial soundness of the utility, and
should be adequate, under efficient and economic
management, to maintain and support its credit and enable it
to raise the money necessary for the proper discharge of its
public duties.

Bluefeld Waterworks & Improvement Co. v. Pub. Serv. Comm 'n of West Va., 262

U.S. 679, 692-93 (1923).

In the Hope Natural Gas decision, the Supreme Court restated this

requirement:

[T]he return to the equity owner should be commensurate
with returns on investments in other enterprises having
corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.

Fed. Power Comm 'n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- YOU QUOTED FROM U.S. SUPREME COURT DECISIONS.

THOSE STATEMENTS CONSISTENT WITH THE

CONSTITUTION AND DECISIONS OF THE ARIZONA COURTS?

ARE

ARIZGNA

I
I
I
I
I
I
I
I FENNEMORE CRAIG

A PROFESSIONAL CORPORATION
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I

I

I

I

I understand that Arizona courts have recognized and followed relevant U.S.

Supreme Court decisions. In US West Communications, the Arizona Supreme

Court stated: "Whenever possible, however, we construe the Arizona Constitution

to avoid conflict with the United States Constitution and federal statutes." US

West Communications, Inc. v. Ariz. Corp. Comm'n, 201 Ariz. 245, 246, 34 P.3d

351, 355 (2001).

However, as I stated earlier, Arizona differs from most other jurisdictions

because of the requirement embodied in the Arizona Constitution that the "fair

value" of the utility's plant and property be found and used in setting rates. The

Arizona Supreme Court has stated, for this reason, that the "end result" test

approved in Hope cannot be used in Arizona to justify a particular rate setting

approach:

I

I

It is clear, therefore, that under our constitution as interpreted
by this court, the commission is required to find the fair value
of the company's property and use such finding as a rate base
for the purpose of calculating what are just and reasonable
rates. The Hope case cannot be used by the commission. To
do so would violate our constitution. The statute under
consideration in that case prescribed no formula for
establishing a rate base. While our constitution does not
establish a formula for arriving at fair value, it does require

iixin rates.
The reasonableness and justness of the rates must be reared to
this finding of fair value.

such value to be found and used as the base in

Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382

(1956). The court also stated:

I

1 A.

2
3
4
5
6
7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

Fair value means the value of properties at the time of inquiry,
... whereas prudent investment relates to a value at the time
of investment.... The former allows the increase or decrease
in the cost of construction to influence the rate, whereas the
latter makes no such allowance. Irrespective of the merits, if
any, of the prudent investment theory, because of our
constitution the commission cannot use it as a guide in
establishing a rate base.
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1

I

I
" US West, 201 Ariz. at 245, 34 P.2d at 354.

I
I

Simms, supra (citations omitted).

Historically, a utility's rates were fixed on the basis of providing a fair

return on its FVRB, as the discussion in Blue field Waterworks at pages 690 to 692

shows. Arizona courts have continued to state that the Arizona Corporation

Commission ("Commission") must use a FVRB in setting rates in Arizona.

Recently, the Arizona Supreme Court stated that in a monopolistic setting, "fair

value has been the factor by which a reasonable rate of return was multiplied to

yield, with the addition of operating expenses, the total revenue a corporation

could cam. That statement is

consistent with the Arizona Supreme Court's statement in Simms some 45 years

earlier that the "reasonableness and justness of the rates must be related to [the]

finding of fair value." Simms, 80 Ariz. at 151, 294 P.2d at 382.

In short, the principles stated by the U.S. Supreme Court on what

constitutes a fair rate of return are consistent with the holdings of the Arizona

courts. Because of the constitutional requirements in Article 15 of the Arizona

Constitution, however, the Commission should establish rates that provide a fair

rate of return on the current value of a utility's property, i.e., its FVRB .

I Q- WHAT FORMULA HAS THE ACC USED TO DETERMINE A UTILITY'S

FAIR VALUE RATE BASE?

I

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 A .

21

22

23

24

25

2 6

1

It is my understanding that there is no set formula for determining the FVRB.

Instead, the Commission may consider any relevant evidence that aids in

determining the current value of the utility's plant and property. However, I also

understand that the Commission has often determined the FVRB by simply

averaging the utility's original cost rate base ("OCRB") and its Reconstruction

Cost New Rate Base ("RCNRB) as a default measure of FVRB when multiple

indicators of the value of plant and property are not available. While certainly
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I

I

I

convenient, this approach may ignore other factors and circumstances affecting the

current value of the plant, and may ultimately result in a substantially understated

FVRB .

In this case, Arizona-American is requesting that its adjusted RCNRB be

used as its FVRB, as discussed in the Direct Testimony of Thomas J. Bourassa.

The RCNRB is based on the trended cost of the plant and property used to furnish

service, and therefore should more closely approximate its current value than

would the original or historic cost. As explained by Mr. Bourassa, in this particular

case, the use of the RCNRB is also supported by the purchase price recently paid

by Arizona-American for the water and wastewater systems and other assets

owned by Citizens Communications in Arizona. The fact that these systems were

recently the subject of an arms-length purchase/sale, involving independent and

sophisticated parties, gives further support to using RCNRB as the FVRB instead

of an average of OCRB and RCND in this case, as multiple indicators of the

current value of a utility's assets are rarely available. Assuming that the goal of

finding and using the "fair value" of the utility's property is to ensure that the rates

are set on the basis of the current value of the utility's plant and property, it would

be more appropriate to use the RCNRB as the FVRB, especially when the

purchase price for the Citizens' assets is taken into account.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

Q- BELOW YOU PROVIDE EQUITY COST ESTIMATES. DO THOSE

ESTIMATES DEPEND ON THE TYPE OF RATE BASE USED?

No. My equity cost estimates are independent of the rate base to which they are

applied. The equity cost estimates I present are determined from market data and

provide an estimate of the equity return an investor requires on dollars invested in

shares of common stock. Actual equity returns depend, in part, on the rate base

that is incorporated into the process that sets rates. Those stock prices also depend
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in part on the present value of cash or securities that an investor expects would be

received if  the utility were condemned by a public agency, acquired by a

municipality or another utility, or merged into another utility. Thus, the

percentage equity cost estimates are independent of whatever formula is used to

determine the FVRB .

Q- WILL APPLICATION OF A MARKET-BASED RATE OF RETURN TO

THE FVRB ALWAYS LEAD To HIGHER PRICES FOR UTILITY

SERVICES THAN WOULD BE THE CASE IF THE MARKET-BASED

ROR WERE APPLIED TO AN OCRB?

No, it would not. In Simms, the Arizona Supreme Court recognized that fair value

"allows the increase or decrease in cost of construction to influence the rates,

whereas [OCRB] makes no such allowance." Simms, 80 Ariz. at 151, 294 P.2d at

382. The impact of using a FVRB will vary depending on the utility's particular

circumstances. I would expect that the application of the market-based ROR to a

FVRB for a water utility will, in many cases, lead to higher rates than application

of a market-based ROR to an OCRB. But in other cases, the FVRB may be less

than the OCRB and thus lead to lower prices for utility services than if the OCRB

were used to determine such prices. The drafters of the Arizona Constitution

apparently wanted Arizona ratepayers to benefit from cost savings just as they felt

that stockholders should be allowed to earn a return on the current value of their

assets if costs have increased.

1

2

3

4

5

6

7

8

9

10 A .

11

12

13

14

15

16

17

18

19

20

21

22

23 A .

24

25

26

Q- WHAT IS THE SIGNIFICANCE OF SUCH COST CHANGES?

It means that the value of the FVRB could be larger or smaller than the value of

the OCRB and thus prices for utility services paid by ratepayers when the market-

based ROR is multiplied by a FVRB could be higher or lower than rates paid by

application of a market-based ROR to an OCRB. With application of a market-
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based ROR to an OCRB, if subsequent changes in costs have increased or

decreased the current value of the property, the earnings requirement would not

change.

I Q.

n

AS AN ECONOMIST, Is IT APPROPRIATE TO DETERMINE THE

EARNINGS REQUIREMENT BY MULTIPLYING THE MARKET-BASED

ROR TIMES AN OCRB AND THEN SOLVING FOR A ROR THAT,

WHEN APPLIED TO THE FVRB, PRODUCES THE SAME DOLLAR

LEVEL OF EARNINGS?

I

No, it is not. I will call that method the "OCRB-earnings method" because it

adopts earnings based on an OCRB even though FVRB is recognized in setting

rates. To use the OCRB-earnings method would in fact mean that the OCRB is

actually being used to set prices for utility services when Arizona courts have

disapproved of the use of an OCRB to determine such prices. The Arizona courts

have stated that prices set for utility services should be based on providing a fair

rate of return on FVRB - the current value of the utility's property. Limiting a

utility's earnings to a dollar return on its OCRB would violate this principle, and

effectively adopt the "prudent investment" approach that was disapproved in

Simms.

Moreover, if the FVRB has increased in value and the OCRB-earnings

method is used to restate the ROR, it could produce an overall ROR that is less

than the cost of debt. Such an outcome would not produce a cost of equity that is

based on substantial evidence and may be confiscatory under Arizona's rate-

setting requirements.

1

2

3

4

5

6

7

8
9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24 '

25

26

Q- DR. ZEPP, YOU ARE AN ECONOMIST BY TRAINING, AND WHILE

YOU HAVE TESTIFIED ON MANY OCCASIONS ON THE COST OF

CAPITAL AND OTHER RATEMAKING ISSUES, YOU ARE NOT AN
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ATTORNEY. ARE YOU PRESENTING A LEGAL OPINION?

No, that is not my intention. As I have stated, I have reviewed and analyzed, as an

economist, several U.S. Supreme Court and Arizona appellate decisions, including

Blue field Waterworks, Hope, Simms, and US West. My testimony is based on what

the courts have stated in those decisions, which is why I have quoted from them

extensively. Based on the courts' statements, the regulatory framework appears to

be clear. As a professional economist with experience in ratemaking and other

types of proceedings involving utilities, I believe I am capable of reviewing and

discussing court decisions that pertain to ratemaking principles. In fact, I often

review court decisions as well as decisions of regulatory commissions in order to

follow changes and developments affecting regulated industries. In many states,

including Arizona, commissioners are not required to be attorneys, and yet they

must deal with these sorts of legal concepts and requirements. However, if there

are other court decisions that I have overlooked or omitted, which contradict the

discussion in Simms or US West about the use of the "fair value" of a utility's

property to set rates, for example, I stand to be corrected.

Iv.

Q-

GENERAL RISKS OF WATER UTILITY STOCKS

As A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLES OF

UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS.

1

2 A .

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 A .

21

22

23

24

25

26

My sample of water utilities is composed of American States Water, California

Water Service Group, Philadelphia Suburban Corp. and SJW Corp. These four

water utilities are all of the water utilities the Commission's Utilities Division Staff

("Staff") relied upon to determine DCF equity costs in the Green Valley Water

Company case (Docket No. W-02025A-01-0559, Schedule JMR-5, dated February

ll, 2002) that have more than 60% of their revenues from water utility operations,

are not currently being acquired and are not likely acquisition candidates. Table lI
I
I
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I
I

lists percentages of operating revenues and bond ratings for these four water

utilities (as well as the utilities in the Staff sample I have not included in my

analysis) and the common equity ratios for Arizona-American and the four utilities

I adopt to make equity cost estimates.|
Q-

I
PLEASE ELABORATE ON THE REASONS YOU HAVE NOT INCLUDED

THE OTHER FOUR WATER UTILITIES IN THE SAMPLE you USED

To MAKE DCF EQUITY COST ESTIMATES?

I
I
I

I

1

2

3

4

5

6

7

8 A.

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

I have not included American Water Works in my sample because it has entered

into an agreement under which its stock is being acquired by RWE AG, a German

provider of utility and other industrial services, at a price premium of 35% over the

price at the time of the announcement. Shares of stock for American Water Works

trade primarily on the expected timing of completion of the merger, not the cost of

equity. Southwest Water was excluded because C. A. Turner Utility Reports lists

its percentage of water utility revenues at only 42%. Middlesex Water Company

and Connecticut Water Service appear to be acquisition targets and thus it is

difficult to estimate their equity costs with the traditional DCF model.

Table 2 reports premiums water utility investors have received, or in the

case of American Water Works, have been proposed to receive, at the time

mergers or acquisitions were completed. Those premiums have ranged from 35%

to 59% and have averaged 45%. Value Line has advised investors to expect such

acquisitions and mergers to continue and to expect prices from an acquisition to be

as much as four times book value. See Value Line Investment Surveys dated May

3, 2002 at page 1420 and dated August6, 1999 at page 1405 (copies attached). As

a result, it is reasonable to expect that investors holding water utility stocks have

bid up prices to reflect the probability they will receive premiums in the future. If

prices have been bid up in expectation of receiving such premiums, dividend

FENNEMORE CRAIG
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I
I

Q-

yields will be reduced to a level lower than would occur if investors did not expect

such premiums to be paid. Consequently, mechanical application of the traditional

DCF model will understate the cost of equity.

Potential acquisition/merger candidates are expected to have had relatively

large increases in stock prices. Based on that criteria, I have excluded Connecticut

Water Service and Middlesex Water from my primary DCF equity cost estimates.

Those two companies have experienced increases in common stock prices that are

substantially above the increases in prices for other water utility stocks and thus

appear to be acquisition or merger candidates. As part of my analysis below,

however, I do compute a range of equity costs for Connecticut Water Service and

Middlesex Water with an alternative version of the model underlying the DCF

model.

YOU ALSO ANALYZE ANY OTHER COMPANIES

DEVELOPING YOUR RECOMMENDED COST OF EQUITY?

Yes, I also evaluated a group of seven natural gas utilities whose stock is publicly

traded. This analysis provides another useful equity cost benchmark, which is

necessary given the small size of the water utility sample group.

DID INI
I
I
I
I

Q- HOW DID YOU DETERMINE THE SAMPLE OF GAS UTILITIES YOU

USED TO COMPUTE YOUR OTHER DCF EQUITY COST ESTIMATES?

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 A .

16

17

18

19

20 A .

21

22

23

24

25

26

Table 3 reports the seven gas utilities that I have relied on to supplement my

analysis. The utilities in the gas utilities sample are all of the gas utilities relied

upon by Staff to determine equity costs in Black Mountain Gas Company, Docket

No. G-03703A-01-0263, that have at least 60% of their revenues from gas

operations (as reported by C. A. Turner Utility Reports), are not being investigated i

for fraud, are not gas producers and have at least one bond rating of A or better

published by Moody's or S&P. Table 3 also lists the gas utilities from the Staff
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I
I
I
I
I

HOW DOES THE LEVEL OF RISK FACED BY GAS AND WATER

UTILITIES COMPARE?

I
I
I
I
I
I
I
I Q- Is THERE OTHER EVIDENCE THAT SUGGESTS THE FINANCIAL

COMMUNITY REGARDS THE RISK OF WATER UTILITIES AND GAS

UTILITIES TO BE SIMILAR?I
I
I

1 sample I did not include in my sample and reasons I did not include them in my

2 analysis.'

3 Q.

4

5 A. When making comparisons between risks of water utilities and gas utilities,

6 investors recognize that all utilities face the risk that regulators may disallow

7 investments they have made and expenses they incur. That is an unavoidable risk

8 of regulation. The other types of risks facing gas utilities and water utilities do

9 differ in certain respects. It is possible, however, to compare two "bottom-line"

10 measures of risk for an average gas utility with comparable measures of risk for

11 the average water utility. That comparison is presented in Table 4. The first

12 measure of risk is beta, the risk measure in the CAPM. The beta provides a

13 measure of the risk of holding a stock in a diversified portfolio. The larger the

14 beta, the higher the risk. For purposes of this table, Value Line estimates of betas

15 are presented. The second measure of risk is Value Line's Safety Rank. This

16 measure of risk is the risk an investor has if he/she holds an individual stock

17 instead of holding that stock as part of a diversified portfolio. The larger the

18 Safety Rank, the higher the risk. Based on those measures of risk, gas and water

19 utilities have approximately the same level of risk.

20

21

22

23 A. Yes. In its June 21, 1999 Utilities & Perspectives, Standard BL Poor's ("S&P")

24 announced that it "has created a single set of financial targets that can be applied

25 1 I have excluded NICOR from the sample because it is currently under investigation for
fraud and its stock price dropped significantly in response to that announcement, to avoid
over-stating the dividend yield in the DCF analysis.26

\
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I
I

I
I
I

across the different utility segments." It now has "four principal financial targets

that it uses to analyze credit quality of all investor-owned electric, natural gas, and

water utilities in the U.S." S&P Utilities & Perspectives, June 21, 1999, Vol. 6,

No. 25, page 2. Past separate targets for water utilities are gone. This decision by

S&P, together with the evidence on beta risk and Safety Ranks in Table 4,

provides support for using equity costs derived from data for samples of gas

utilities to make other estimates of the cost of equity for water utilities equal in risk

to those in the sample in Table 1.

I
HAVE YOU ASSUMED THAT THE UTILITIES IN THE WATER AND

GAS UTILITIES SAMPLES REQUIRE THE SAME ROEs?

I
I

No. Even though current evidence indicates the utilities in my water utilities

sample and gas utilities sample have approximately the same level of risk, I reduce

the estimated equity costs for the gas utilities by 50 basis points, based on my

judgment, to provide a conservative adjustment for potential differences in risk of

the gas utilities' sample and the water utilities' sample.I
I

IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT

HAS TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND

FEDERAL W ATER QUALITY STANDARDS?I
I
I
I
I

1

2

3

4

5

6

7

8

9 Q.

10

11 A .

12

13

14

15

16 Q.

17

18

19 A .

20

21

22

23

24

25

26

Yes. Expected or unexpected requirements for additional capital spending means

water utilities have to request rate increases more often and seek larger percentage

increases in order to maintain fair rates of return. Regulatory procedures are

expensive, time consuming, increase uncertainty, and raise doubts in investor

minds that regulators will authorize high enough prices and/or price adjustment

mechanisms to enable the water utilities to earn fair rates of return. This increases

uncertainty about future returns and thus increases risk.

Also, investors may be concerned that regulators may delay inclusion of

I FENNEMORE CRAIG
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I
I
I
I
I

new plant in rate base or not allow part of the dollars invested to be recovered. If

such investments are challenged and there is any chance that the Commission will

disallow part of the dollars invested or will delay recovery of the costs of those

investments, risk increases. From an investor's point of view, it is the potential for

such disallowances and delays in setting new rates that increases risk. If additional

investments were never required, there would be no potential disallowances,

delays or possible exclusions and thus investor concerns would never arise and risk

would not increase. With the need for increased investments, uncertainty arises

and the risk increases .

I HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS

ON THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES?I
I
I
I
I
I
I

Yes, I have. In the past, I conducted a study of expected differences in bond costs

and common equity costs that faced utilities with different financing requirements.

I found that utilities with above average financing requirements required an ROE

that was approximately 80 basis points higher than was required by other utilities.

Higher financing requirements pushed up bond costs, too.

DOES UNCERTAINTY WITH RESPECT TO WEATHER INCREASE

RISK?

Yes. If it is too wet or if it is too dry, water utilities cannot expect to recover all of

their fixed costs. If it is too wet, sales of water decrease and fixed costs expected

to be collected in commodity charges are not received. If it is very dry, there may

be forced or voluntary conservation and reductions in supplies of water that reduce

potential sales. There is risk of unexpected cost increases and risk of full recovery

of fixed costs.I
I

1

2

3

4

5

6

7

8

9

10 Q.

11

12 A .

13

14

15

16

17 Q.

18

19 A.

20

21

22

23

24

25 Q.

26

Is ARIZONA-AMERICAN MORE RISKY THAN THE WATER

UTILITIES IN THE SAMPLE YOU HAVE USED TO DETERMINE
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A PROFESS1ONAL CDKPDRATION

PHOENIX
17

I



EQUITY COSTS?

Yes. Arizona-American has a number of factors that makes it more risky. It is

more leveraged than the four water utilities in the sample, must make larger,

uncertain investments to meet a new federal arsenic requirement and operates in a

state where historic test years instead of future test years are used to set rates.

These factors increase Arizona-American's risk and required ROE.

Q- WHAT Is THE IMPACT OF LEVERAGE ON RISK?

Leverage increases risk. It is often useful to categorize risks into business risk and

financial risk. The more debt a Hun has, the more financial risk it has. Business

risk is not affected by the amount of leverage, but if a firm has more debt and less

equity than another firm with the same amount of business risk, the more

leveraged firm will be more risky.

DOES A FIRM'S COST OF EQUITY CHANGE WITH CHANGES IN

LEVERAGE?

Yes. Financial principles indicate unequivocally that if two firms have the same

level of business risk, the Mimi with more debt has a higher cost of equity. In past

cases, witnesses for Staff and RUCO have recognized this fundamental finance

Q-

principle.

DOES ARIZONA-AMERICAN HAVE MORE LEVERAGE THAN THE

AVERAGE WATER UTILITY IN THE SAMPLE YOU HAVE ADGPTED

TO ESTIMATE DCF EQUITY COSTS?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Yes, it does. Table 1 shows Arizona-American's common equity ratio and the

average common equity ratio for the sample of water utilities I use to estimate the

cost of equity. Arizona-American is more highly leveraged.

1

2 A.

3

4

5

6

7

8 ~A.

9

10

11

12

13 Q.

14

15 A .

16

17

18

19

20

21

22 A.

23

24

25

26

Q- HAVE YOU PREPARED A TABLE TO SHOW HOW THE COST OF

EQUITY INCREASES As LEVERAGE INCREASES?

I
I
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Yes. Table 5 shows how the cost of equity increases as leverage increases. Based

on finance theory, I have assumed the overall incremental cost of capital stays the

same if a water utility takes on more financial risk than the average water utility.2

Arizona-American has an equity ratio of approximately 40% supporting its

operations. That 40% equity ratio compares to the average for the sample water

utilities of 50%. Table 5 indicates that with an equity ratio of 40% the cost of

equity for a water utility is expected to be 80 to 90 basis points higher than it is for

the average utility in the water utilities sample I use to detennine DCF equity

costs.

I Q-

I
BASED ON A CONSIDERATION OF FINANCIAL RISK, DOES

ARIZONA-AMERICAN REQUIRE A HIGHER ROE THAN THE WATER

UTILITIES IN YOUR WATER UTILITIES SAMPLE?

I
I

Yes, it does. In past cases, Staff has recognized that additional financial risk

justifies a higher than average ROE. Table 5 shows that the additional financial

risk of Arizona-American justifies a risk premium of 80 to 90 basis points. To be

conservative, however, I recommend adding only 60 basis points to recognize

Arizona-American's additional financial risk.I
I

Q.

I

PLEASE TURN TO YOUR COMMENTS ABOUT BUSINESS RISK. DOES

ARIZONA-AMERICAN HAVE LARGER AND MORE UNCERTAIN

INVESTMENT REQUIREMENTS THAN WATER UTILITIES NOT

OPERATING IN ARIZONA?

I Yes. A particular concern in Arizona is the federal government's revision of the

I
I

1 A .

2

3

4

5

6

7

8

9

10

11

12

13 A .

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

2 The basis for this theory goes back to Franco Mode liana and Merton Miller, "The Cost
of Capital, Corporation Finance, and the Theory o? Investment," American Economic
Review, 48 No. 3 (June 1958), 261-297. Based on this theory, within a reasonable range
of common equity ratios, "leverage may not matter" and thus the incremental total cost of
capital will stay the same as costs will increase.
The analysis in Table 5 assumes any tax-savings benefits
ratepayers.

leverage increases but common acuity
of De t are passed through to
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I

arsenic drinking water standard from 50 PPB to 10 PPB. Arsenic is naturally

occurring and is very prevalent in the southwestern region of the United States.

From a risk standpoint, this new regulation will have a much greater impact on

water companies in Arizona than on water utilities operating in other parts of the

country where arsenic is not a major concern. The utilities in the water utilities

sample used to make the benchmark DCF equity cost estimates do not face the

same level of exposure to this risk as do companies in Arizona. Thus, this new

federal requirement increases Arizona-American's risk when compared to the

water utilities in Table l. With the more stringent arsenic requirement, Arizona-

American faces all of the risk that flows from having to make substantial new

investments to meet the EPA requirements. Above, I explained that when a utility

must make larger investments than other utilities, it becomes more risky.

Undoubtedly, Arizona-American will need to make relatively more investments to

meet the arsenic MCL than the utilities in Table l and thus it is more risky.

I Q- DOES BUSINESS RISK INCREASE FOR OTHER REASONS?

I
I
I

Yes. Risk also increases because Arizona-Arnerican's rates are set based on an

historical test period, with limited post test period adjustments. However, rate

relief must be requested prior to investments being made, if the utility is to recover

all of its costs. If such investments and operating costs are not recognized for

Arizona-American because of a strict adherence to an historical test period, the

uncertainty of the Company making its authorized ROE will increase substantially.

I Q- HAVE YOU ADJUSTED YOUR ESTIMATES OF EQUITY COSTS MADE

FOR UTILITIES IN YOUR WATER UTILITIES SAMPLE TO REFLECT

ARIZGNA-AMERICAN'S GREATER BUSINESS RISKS?I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16 A.

17

18

19

20

21

22

23

24

25 A .

26I
No, I have not. It is my understanding that Staff has refused to adjust

recommended ROEs to recognize that water utilities in Arizona have the added
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I
I
I
I

business risks I have identified above. Thus, to eliminate an issue and to be

conservative, I have not included a risk premium for such added business risks in

my recommended ROE.

I DOES ARIZONA-AMERICAN REQUIRE A RISK PREMIUM ABOVE

EQUITY COSTS FOR WATER UTILITIES IN YOUR SAMPLE?

I
I

Yes. Considerations of financial risk alone justify an adder for Arizona-American

of more than 60 basis points and thus it is a conservative measure of the risk

premium that Arizona-American requires.

I
I

DCF ANALYSES

DO you HAVE ANY GENERAL OBSERVATIONS ABOUT FINANCIAL

CONDITIONS AND FORECASTS THAT PROVIDE PERSPECTIVE

ABOUT THE COST OF EQUITY now FACED BY ARIZONA-

I
I
I
I
I

AMERICAN?

Yes. Table 6 shows that, with the exception of 2000, interest rates for Baa

corporate bonds are forecasted to be higher than they were in every year since

1996. Although current yield for Baa bonds of 7.84% is within the range that

prevailed from 1996 to 2001, a consensus of institutional forecasts complied by

Blue Chip indicates Baa rates are expected to increase to 8.1% by early 2003 and

up to 8.2% in 2004. To the extent that changes in interest rates reflect changes in

costs of equity for Arizona-American, the Company's current cost of equity is -no

lower today than it was during the last six years.

I DO YOU HAVE ANY OTHER GENERAL OBSERVATIONS?

I
I

1

2

3

4 Q.

5

6 A.

7

8

9 v.

10 Q.

11

12

13

14 A.

15

16

17

18

19

20

21

22 Q.

23 A.

24

25

26

Yes. As shown in Table 7, authorized ROEs for larger Arizona water, sewer and

gas utilities (prior to the ROE award for Arizona Water Company's Northern

Group in December 2001) fell in a range of 10.5% to 12.0% when Baa rates fell in

a range of 7.22% to 8.37%. Also during the period 1997 to 1999,when Baa rates
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I
I
I
I
I
I
I
I
I

STAFF HAS ARGUED THAT AUTHORIZED ROES

SHOULD BE SET AT LOWER RATES TODAY THAN IN THE PAST.

ARE THERE ANY GENERAL CHANGES IN CREDIT CONDITIONS

THAT INDICATE THE COST OF EQUITY Is LOWER TODAY THAN IN

THE PERIOD 1996 To NOVEMBER 2001?

I
I
I
I PLEASE PROVIDE AN OVERVIEW OF YOUR APPROACH To THE

DETERMINATION OF DCF EQUITY COST ESTIMATES.I
I
I
I

1 fell in a range of 7.22% to 7.88%, evidence supporting an appropriate ROE for

2 Paradise Valley Water (now Arizona-American)3 was presented, considered and

3 reconsidered, and the Commission authorized a ROE of 11%. The equity cost

4 estimates I present below are consistent with current and forecasted Baa rates

5 being the same or slightly higher than rates prevailing when the 11% ROE for

6 Paradise Valley Water was established and the 10.5% to 12.0% range of ROEs

7 shown in Table 7 were authorized for other Arizona water, sewer and gas utilities.

8 Q- WAIT A MINUTE.

9

10

1 l

12

13 A. No. Interest rates are not lower. And, if anything, the stock market is more

14 volatile and more risky. Recent Staff recommendations to set authorized ROEs at

15 much lower levels than in the past are not the result of changes in interest rates or a

16 reduction in the risk faced by Arizona utilities. Instead, they are the result of

17 changes in the methods, opinions and assumptions now being used by Staff to

18 estimate equity costs.

19 Q.

20

21 A. An ROE for Arizona-American that is fair to ratepayers, allows Arizona-American

22 to attract capital on reasonable terms, and maintain its financial integrity is

23 Arizona-American's cost of equity. As I explained above, that return should be

24 commensurate with returns investors expect to earn on investments of comparable

25 risk. To estimate that cost of equity, the analyst requires market data that reveal

26 Paradise Valley Water's name was changed in 2001 to Arizona-American.
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I
I
I
I
I
I
I
I I

I
I
I

investors' required returns, but such data are not available for Arizona-American.

There is no "pure play" company that is perfectly comparable to Arizona-

American. The water utilities in Table l, however, provide the same service and

thus provide a useful starting point in the detennination of Arizona-American's

cost of equity. As shown in Table 4, the utilities in the gas utilities sample used to

make additional equity cost estimates have beta risk and Safety Ranks comparable

to the sample water utilities and thus equity costs based on that gas utility sample

also provides another useful equity cost benchmark.

As explained above, Arizona~American is more risky than the sample water

utilities and gas utilities because it is more leveraged than the companies in Table

l. In this section of my testimony, determine average equity costs for the two

utility samples based on the DCF model. I also provide a check on that range of

equity cost estimates by computing internal rates of return for Middlesex Water

and Connecticut Water Service that are consistent with market data and reasonable

expected premiums if  those utilities are acquired or in mergers. Arizona-

Amer*ican's equity cost is higher than those benchmark estimates because it is

more risky and thus I add 60 basis points to those equity cost estimates to

determine the cost of equity for Arizona-American.

I Q~ PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST

OF EQUITY.I
I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A .

22

23

24

25

26I

The DCF model computes the cost of equity as the sum of an expected dividend

yield ("D,/P0") and expected dividend growth ("g"). The expected dividend yield

is computed as the ratio of next pelriod's expected dividend ("D,") divided by the

current stock price ("PT"). Generally, the constant growth model is computed with

fionnula (1) or (2):

(l) Equity Cost = D0/P0 x (l+ gt +  g
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where D0/P0

I
I
I
I
I
I
I

(2) Equity Cost = Dl/p0 +  g

is the current dividend yield and D1/P0 is found by increasing the

current yield by the growth rate. The DCF model is derived from the valuation

model shown in equation 3 below:

(3) P0 D,/(1+k) + D2/(1+k)2 + .. _ + D,,/(1+k)",

or, alternatively,

(4) PT = D1/(1+k) + D,/(1+k)2 E(p2)/(1+k)2,

where, if no premium price is expected,

(5) E(P2) = D)/(1+k) + D4/(1+k)2 + ... + Dr/(l+k)",

and where k is the cost of equity, n is a large number, P0 is the current stock price,

Db Dz, ... Dr are the cash flows expected to be received in periods l, 2, ... n,

respectively. In the case of an expected acquisition or merger, P, is the price the

investor expects to receive at the end of the second period (be it cash or the value

of securities offered in a merger).

+

I

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A .

19

20

21

22

23

24

25

26

Q. DO YOU HAVE ANY SPECIAL CONCERNS WITH USING THE DCF

MODEL TO ESTIMATE EQUITY COSTS FOR WATER UTILITIES AT

THIS TIME?

Yes. If investors believe a water utility is a potential merger/acquisition candidate,

its stock price will increase to reflect the probability and value expected from the

merger/acquisition. Table 2 reports premiums investors have recently received or

expect to receive from mergers and acquisitions have been in a range of 35% to

59%. With reference to equation (4) above, if investors expect similar premiums

for a water utility, the current price (P0) will be bid up to reflect the expected price

from the acquisition, E(P2), instead of the stream of future cash flows shown in

equation (5). In such a situation, investors do not expect a simple pattern of

growth in cash flows. Therefore, the constant growth DCF model no longer
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I

I applies, and mechanical application of the constant growth DCF model will

understate the cost of equity.I
I

GIVEN YOUR CONCERNS WITH MARKET PRICES FOR WATER

UTILITY STOCKS REFLECTING POTENTIAL FUTURE PREMIUMS

FROM MERGERS, HOW HAVE YOU PROCEEDED IN THIS CASE?

I
I

I
I
I

I

Initially, I use data for the four water utilities in Table l and data for the gas

utilities in Table 3 to make DCF equity cost estimates with equation (2). Because

all water utilities may have prices somewhat biased upward as investors bid up

prices in anticipation of the next, currently unknown, acquisition offer, the DCF

equity cost estimate for the comparable risk gas utilities becomes very important in

my considerations. I also use equation (4) - which is essentially the DCF model

written in a different way -- to solve for the cost of equity ("k") as an internal rate

of return that equates the current price investors are willing to pay for Middlesex

Water and Connecticut Water Service with current dividends, initial and longer-

term estimates of dividend growth, and a range of premiums investors could

reasonably expect from future sales of those companies. As explained above, I

singled out Middlesex Water and Connecticut Water Service from the other water

utilities based on the relatively high price increases investors have paid for the

stocks of those companies in the last 3 years.

1

2

3 Q.

4

5

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20 Q.

21

22 A.

23

24

25

26

WHAT WATER UTILITY SAMPLE HAVE YOU USED TO MAKE YOUR

BENCHMARK DCF EQUITY COST ESTIMATES?

I

I use the sample composed of American States Water, California Water Service,

Philadelphia Suburban Corporation and SJW Corp. As stated, these four

companies are all of the water utilities relied upon by Staff in it estimates of DCF

equity costs in the Green Valley Water Company case in February 2002 that have

more than 60% of their revenues coming from water utility operations, are not

I
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1

I
I
I
I 2

currently involved in merger transactions and are not likely acquisition candidates.

My DCF equity cost range for this sample is reported in Table 13.

3 Q- HOW DID YOU COMPUTE CURRENT DIVIDEND YIELDS?

4 A.

5

6

7

I
I 8

9

The current dividend yield ("D0/P0") is computed as the average of the highest and

lowest dividend yields during two periods ending in July 2002. The value for D0 is

computed as the sum of the current indicated quarterly dividend and the three prior

quarterly dividends for each stock. The high and low prices used to compute the

dividend yields are found from data for the most recent 3-month and l2-month

periods. Estimates of current dividend yields (in equation 1, "DO/P0") are reported

in Table 8.10

11 Q- HOW DID YOU ESTIMATE GR() H RATES?

12 A.

13

14

15

16

17

18

19

In estimating growth rates, I assume investors rely upon an average of analysts'

forecasts of future sustainable growth and forecasts of future EPS growth when

they form their opinions about future expected growth prospects. To the extent

that past DPS and EPS growth provide an indication of future growth prospects,

analysts take such past information into account when they form their forecasts of

the 1iuture.4 Once such growth estimates are made, investors buy or sell shares of

the stocks until the expected return from the dividend yields plus the growth

projections equal the investors' discount rate.

20 Q- WHAT DO YOU MEAN BY THE "INVESTORS' DISCOUNT RATE"?

21

I
I
I
I
I
I 22

23
Journal of Portfolio Management (Spring 1989),

of earnings

24

25

4 This statement is consistent with an empirical study conducted by David A. Gordon,
Myron J. Gordon and Lawrence I. Gould "Choice Among Methods of Share Yield,"

pp. 50-55. They found that a consensus
of analysts' forecasts per share for the next f ive years provides a more
accurate estimate of growth required in the DCF model than 3 different historical
measures of growth. They explain that this result makes sense because analysts would
take into account such past growth as indicators of future growth as well as any new
information. As a result, one should expect analysts' forecasts of growth to be superior
measures of growth required by the DCF model.

26
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By "investors' discount rate" I mean the discount rate that is relevant for the

particular stock for the investors who last bought and sold it.5 It is the discount

rate that will just make the present value of all expected future cash distributions to

those investors equal to the market price for a share of stock. That discount rate is

also the cost of equity. It is the discount rate where the supply of shares of the

stock equal the demand for shares of the stock.

WHAT Is SUSTAINABLE GROWTH?

Sustainable growth is a useful indicator of DCF growth that can continue for a

relatively long future period of time. Generally, it is derived by combining

expected growth from future internal sources (retained earnings) and expected

future growth from external sources (sales of common stock above book value).

I
I

HAS THIS MEASURE OF DCF GROWTH BEEN DISCUSSED IN THE

FINANCE LITERATURE?

Yes, it has. Myron Gordon is sometimes called the father of the DCF model. In

his 1974 book,6 Gordon explains that sustainable growth can be expected to come

from two sources: from retained earnings ("BR" growth) and from sales of

common stock when prices exceed book value ("VS" growth) in the following

fionnula:

g = BR + VS,

where

1 A .

2

3

4

5

6

7 Q.

8 A.

9

10

11

12 Q.

13

14 A.

15

16

17

18

19

20

21

22

23

24

25

g

B

sustainable growth,

the retention ratio,7

5 These investors are called the "marginal" investors. Other investors, not on the margin,
may have higher discount rates and t us do not buy the stock or lower discount rates and
thus retain their positions in the stock.

6 M. J. Gordon, The Cost of Capital to a Public Utilitv (Michigan State University, 1974).

26 7 The retention ratio is computed as (1 - the ratio of dividends divided by earnings).
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S :

Q~ How DO YOU ESTIMATE EXPECTED BR GROWTH?

1 the expected rate of return on common equity,

2 1 - (book value/market value), and

3 the fraction of new common equity investors expect a water utility to

4 raise from selling more common stock.

5 Gordon explains why VS growth can be expected when market prices exceed book

6 value but why VS growth is not expected to come into play when market prices are

7 below book values.

8

9 A. It is investors' expectations of what the retention ratio ("B") and the expected

10 return on common equity ("R") will be in the future which determine this portion

11 of expected sustainable growth. Multiplying B times R gives the estimate of future

12 sustainable growth from retained earnings. Investors look for measures of future

13 growth when pricing stocks. I have used Value Line projections of future returns

14 on equity, future dividends per share and future earnings per share to make the

15 forecasts of BR growth when they were available. This information is probably the

16 most widely available source of forecasted earnings and retention ratios available

17 to investors, For SJW Corp, I have based my estimate of BR growth on an average

18 of historical data because Value Line forecasts are not available. The estimates of

19 BR growth for each of the sample water utilities and the sample average are

20 reported in Table 9.

21

22

23 A.

24

25

26 past rote other water utilities.

Q- HAVE YOU ESTIMATED vs GROWTH FOR THE SAMPLE WATER

UTILITIES?

Yes. My estimates of VS growth for the sample of water utilities are presented in

Table 10. Water utilities in the sample have sold stock at prices in excess of book

8 The averages are based on past DPS, EPS and ROEs for the period 1996 to 2000.
Retention ratios assume wt in DPS and EPS continues for five years to be
comparable with the estimates

FENNEMGRE CRAIG
A PROFESSMNAL Conpo\1A'rlon

PHOENIX
28



I

value in recent years and have thus achieved VS growth. Knowledgeable investors

would expect such VS growth in the future. Past history and available forecasts

indicate investors expect the water utilities in the sample to issue more shares of

stock over time. Thus, there will be a positive "S" in VS growth. Also, the

average current market-to-book ratio for the sample of water utility stocks is

approximately 2.0. Unless stock prices drop to less than half of their current

values, there will be a positive "V" for the foreseeable future.

IN THE GREEN VALLEY WATER CASE, STAFF ARGUED THAT THE

FINANCIAL IMPLICATIONS OF A MARKET-TO-BOOK RATIO

GREATER THAN 1.0 Is THAT INVESTORS EXPECT THE SAMPLE

WATER UTILITIES TO EARN BOOK RETURNS ON EQUITY GREATER

THAN THEIR COST OF EQUITY. DO YOU AGREE?

1

2

3

4

5

6

7

8  Q .

9

10

11

12

13 A.

14

15

16

17

18

19

20

21

22

23

24

25

26

No. There are a number of reasons investors may bid up market prices for stocks

above book values other than an expectation that a water utility will earn more

than its cost of equity. In testimony presented before the Oregon Public Utilities

Commission, Mr. John Thornton, who is now the Commission's Chief of the

Accounting and Rates Section, listed the following six reasons: (1) public utility

eomrnissions do not issues orders simultaneously in all jurisdictions, (2) not all of

a company's earnings are regulated, (3) regulatory expenses, revenue and rate base

adjustments may cause accounting returns to differ from those calculated on a rate

case basis, (4) actual sales do not equal sales assumed in a rate case, (5) market

expected ROEs change frequently while rate-case authorized ROEs do not, and (6)

regulated subsidiaries constitute only a piece of a holding company pie.9 While I

agree with Mr. Thornton that those six factors may explain a market price being

9 Testimony filed by agency staff in Oregon Public Utility Commission case UM 903,
dated November 9, 1998.
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above book value even if investors expect the water utility to am no more than its

cost of equity, there are at least four more obvious reasons.

WHAT Is THE SEVENTH REASON?

As discussed above, the Arizona Constitution and decisions by the Arizona courts

require rates and revenue requirements to be based on the fair value of the utility's

property at the time of inquiry, not an OCRB. Thus, it is clear that in Arizona, at

least, investors should expect that market prices for shares of common stock for

utilities that have a FVRB that is larger than the OCRB to exceed book values

even if the utility is earning no more than its cost of equity.

Q- LET'S TURN TO COMMON STOCKS IN YOUR SAMPLE THAT DO NOT

PRIMARILY OPERATE IN ARIZONA. WHAT ABOUT THEM?

There are least three other reasons that market prices will exceed book values even

in states where OCRB is the basis for regulation. The eighth is based on the

concept of opportunity cost. Table 11 shows earned ROEs, authorized ROES and

market-to-book ratios for companies C. A. Turner included in its water utility

category and market-to-book ratios for 721 industrial companies in what Value

Line calls its Industrial Composite. This table shows that the level of market-t0-

book ratios for industrial companies provides another explanation why market-to-

book ratios for water utilities exceed 1.0 even though water utilities have, on

average, earned less than their costs of equity. Quite simply, as the composite

market-to-book ratio for industrial companies has increased, so has the market-to-

book ratio for water utilities, but by less. Investors take into account alternative

returns that can be made from investing in industrial stocks, i.e., opportunity costs,

as well as ROEs earned by water utilities.

1

2

3 Q.

4 A.

5

6

7

8

9

10

11

12 A .

13

14

15

16

17

18

19

20

21

22

23

24

25 Q.

26 A.

WHAT Is THE NINTH REASON?

It is that investors may expect a city or some other public entity to condemn all or
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I

I

Q- WHAT Is THE TENTH REASON?

I

1 part of a water utility and that the public entity will be required by a court to pay

2 the utility the fair market value for it. Water utilities typically have assets that

3 have a value based on reproduction cost new that exceed book value. I have

4 testified on the value of water utility properties and electric utility properties in

5 various court cases in California, Utah and Oregon. Based on my experience, in

6 situations where only a portion of the utility is being condemned, valuations based

7 on both reproduction cost new less depreciation and the income approach indicate

8 utility property has a value well in excess of book value. Investors would be aware

9 that courts can be expected to award potential condemnation values well in excess

10 of book values even if the utility earns no more than its cost of equity.

l  l

12 A. The tenth reason is based on investors recognizing merger and acquisition prices

13 reported in Table 2, that have been well above book values, can be expected if the

14 water utility is acquired. Three years ago, Value Line advised investors that those

15 acquisition prices could be as much as four times book value.'° With such

16 anticipated sale prices well above book values, a water utility would also be priced

17 above book value even if the water utility made no more than its cost of equity.

18 Naive arithmetic models may suggest market prices would not be above

19 book values unless investors expected water utilities to earn more than their costs

20 of equity. The ten reasons listed above explain why one should not be surprised to

21 find market prices exceed book values. Such naive models are too simple to

22 explain all of the things of importance to investors and why it is reasonable to

23 expect a positive value for "V" even if water utilities are expected to earn no more

24 than their costs of equity. If mechanically applied, such models would place

25 10 Value Line said, "Investors who hold shares of an acquisition target are poised to profit
handsomely, since some purchases have been for as much as four times book value."
Value Line Investment Survey, August 6, 1999,page 1405 (copy attached).26

I FENNEMQRE CRAIG
A PROFESSIONAL CORPORATION

PHOENIX
31



I

I utilities at a disadvantage in competing for investment capital with industrials and

other unregulated companies, whose stock trades well above book value.

Q- IF YOU DID NOT INCLUDE AN ESTIMATE OF vs GROWTH IN YOUR

ESTIMATES OF SUSTAINABLE GROWTH, WOULD YOU HAVE TO

ADJUST YOUR EQUITY COST ESTIMATES?

I

Yes. If the sample water utilities are expected to issue more shares of common

stock in the future (i.e., "S" is expected to be positive), but VS growth is excluded

by the analyst, the exclusion of VS growth implies a hypothetical market price

equal to book value and thus the value for "V" would be zero. But if such a

hypothetical stock price is assumed for the sample water utilities, for consistency,

the hypothetical price should also be assumed to be equal to book value to

compute dividend yields. in that case, the hypothetical stock price would be lower

and the dividend yield would have to double. This increase in average dividend

yield (of about 350 basis points) would more than offset the elimination of VS

growth (of approximately 130 basis points). Therefore, if consistent assumptions

are made and only BR growth is recognized in the DCF analysis for water utilities,

the implied average cost of equity increases by more than 200 basis points.

Q- DO YOU ADVOCATE USING SUCH HYPOTHETICAL PRICES IN THE

DCF ANALYSIS?

I No. A market-based cost of equity estimate should recognize VS growth and real

market prices. The evidence indicates that investors can realistically expect both

V and S to be positive, and thus stock prices (and dividend yields) already reflect

expected VS growth. If investors expect VS growth for the water utilities sample

and it is not recognized by the analyst, the analyst's estimate of the cost of equity

will be biased downward.

I

1

2

3

4

5

6 A .

7

8

9

10
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20 A.

21

22
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25

26 Q. SHOULD THE COMMISSION RECOGNIZE vs GROWTH EVEN IF
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I
I
I

ARIZONA-AMERICAN DOES NOT PLAN TO ISSUES SHARES OF

COMMON STOCK TO THE PUBLIC?

I

Yes. VS growth is part of the growth investors could reasonably expect for the

water utilities' sample being used to estimate the equity cost, it has nothing to do

with whether Arizona-American does or does not issue shares of common stock.

If investors expect VS growth for the water utilities sample and it is not recognized

in the estimate of sustainable growth, the cost of equity for the sample water

utilities will be understated. The inclusion of VS growth is required to obtain a

correct estimate of the cost of equity.

Q- WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

Combining the evidence on expected VS and BR growth rates, the estimate of total

sustainable growth is 7.4%. That value is developed in Table 9.

I
I

Q- ARE THERE OTHER INDICATORS OF FUTURE GROWTH THAT

INVESTORS MAY RELY UPON WHEN PRICING SHARES OF WATER

UTILITY COMMON STOCKS?

I
I

x

1

2

3 A.

4

5

6

7

8

9

10

11 A.

12

13

14

15

16 A.

17

18

19

20

21

22

23

24

25

26

Yes. Other estimates of forward-looking growth available to investors are

analysts' forecasts of future EPS growth. Table 12 shows estimates of future EPS

growth rates reported by First Call for American States Water and Philadelphia

Suburban as well as the analysts' average forecast for the water utility industry.

There are few analysts that follow water utility stocks, and even if there is a

reported five-year EPS forecast, it may be one made by a single analyst and thus is

not a consensus forecast. As a result, I have relied upon the industry average

forecast reported by First Call in my analysis instead of the limited data for the

companies. I have also considered Value Line's forecasts of EPS growth for the

water utilities for which those forecasts are available. The average of analysts'

forecasts and Value Line forecasts is 7.1% at this time, which is close to my 7.4%I
I FENNEMORE CRAXG
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I
I
I estimate of sustainable growth.

I Q- HOW DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS

AND ESTIMATED FUTURE GROW TH TO MAKE YOUR DCF

ESTIMATE?I
I
I
I
I

I

I adopted an average of my estimate of sustainable growth and analysts' forecasts

of growth to determine an overall average growth of 7.2%. I then used the

constant growth DCF model specified in equation (1) to compute the DCF equity

cost range for the water utilities sample. Table 13 shows the application of this

specification of the DCF model to detennine the estimated equity cost of 11.1%

for the water utilities sample.

This estimate of the cost of equity for the water utilities sample, however,

understates Arizona-American's equity cost. As explained above, Arizona-

American is more leveraged and thus its cost of equity is at least 60 basis points

higher than the cost of  equity for the typical water util ity in the sample.

Recognizing the premium for this added risk, the information for the sample water

utilities indicates the cost of equity for Arizona-American is 11.7%.

Q. DID YOU DEVELOP A SECOND ESTIMATE OF THE COST OF EQUITY

WITH THE DCF MODEL?

I

I
I

1

2

3

4

5 A.

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A.

20

21

22

23

24

25

26

Yes. Another benchmark DCF estimate of the cost of equity was derived from

similar data and a comparable analysis for the sample of gas utilities in Table 3.

Table 4 shows the average gas utility in that sample has approximately the same

risk as the average utility in the water utilities sample. The utilities in the gas

utilities sample are all of the gas utilities relied upon by Staff to determine equity

costs in the Black Mountain Gas Company rate case, Docket No. G-03703A-0l-

0263, that have at least 60% of their revenues from gas operations (as reported by

C. A. Turner Utility Reports), are not being investigated for fraud, are not a gasI
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producer and have at least one bond rating of A or better published by Moody's or

S&P. To be conservative, I reduce the equity costs for the gas utilities sample by

50 basis points to determine another estimate of the required ROE for a water

utility of risk comparable to the water utilities sample. I then add 60 basis points

to the adjusted equity cost estimate to determine another equity cost estimate for

Arizona-American.

WHERE DID YOU CALCULATE DIVIDEND YIELDS FOR THE GAS

UTILITIES SAMPLE?

Table 14 shows the calculation of current dividend yields for the three-month and

the twelve-month periods ending in July 2002.

Q. WHAT is SHOWN IN TABLE 15?

Table 15 shows my calculations of BR growth based on Value Line forecasts for

utilities in the gas utilities sample, VS growth and average sustainable growth. I

used the same method to compute BR growth for the gas utilities that I used to

compute BR growth for the utilities in the water utilities sample.

Q. WHERE DID YOU DEVELOP THE ESTIMATES OF vs GROWTH?

In Table 16. Because the gas utilities are not expected to issue as many shares of

common stock as the utilities in the water utilities sample and have lower market-

to-book ratios, the estimated VS growth is smaller than it is for the water utilities .

Q- WHAT is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

5.9%. That growth rate for the gas utilities is developed in Table 15.

1

2

3

4

5

6

7 Q.

8

9 A .

10

11

12 A.

13

14

15

16

17 A .

18

19

20

21 A .

22

23

24 A.

25

26

Q. HAVE YOU ALSO EXAMINED ANALYSTS' FORECASTS OF FUTURE

EPS GROWTH?

Yes, I have. Analysts' forecasts of EPS growth for the next Ive years are

available to investors from a number of sources. Table 17 shows averages of

analysts' forecasts as reported by First Call as well as forecasts published by

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Value Line. The average of those forecasts is 6.4%.I
I
I

Q. WHERE DO YOU REPORT THE RESULTS OF YOUR DCF ANALYSIS

FOR THE GAS UTILITIES?

I

Table 18 reports the results of the DCF analysis for the gas utilities sample. In

making these estimates, I have adopted a growth rate of 6.l%, the average of the

estimates of sustainable growth and analysts' forecasts of growth. To determine

the equity cost that is a proxy for the cost of equity of the water utilities sample, I

reduced the equity cost estimates shown in Table 18 by 50 basis points, but then

add 60 basis points to reflect the higher financial risk of Arizona-American. These

data indicate that Arizona-American has an equity cost that falls in a range of

12.0% to 12.1%.

I
I
I
|
I

PLEASE TURN TO YOUR ANALYSIS OF EQUITY COSTS FOR

MIDDLESEX WATER AND CONNECTICUT WATER SERVICE. WHY

ARE YOU CONCERNED ABOUT INCLUDING THEM IN THE SAMPLE

YOU USE TO ESTIMATE EQUITY COSTS WITH A STANDARD DCF

MODEL?

I

1

2

3

4 A.

5

6

7

8

9

10

11

12 Q.

13

14

15

16

17 A.

18

19

20

21

22

23

24

25

26

I am concerned because a standard version of the constant growth DCF model

produces implausible equity cost estimates. The estimates are implausible because

they are below the cost of investment grade bonds. This can be seen by calculating

equity costs for them with data previously presented by Staff in the Green Valley

Water Company rate case. In that case, Staff estimated these companies would

have approximately 4% growth. Table 19 shows the range of prices paid for

shares of Connecticut Water Service and Middlesex Water during the last three

months. With average dividend yields of 3.28% and 3.84%, the constant growth

DCF model would indicate the equity cost for those companies would fall in a

range of 7.4% to 8.0%. Such an equity cost range is not credible when the market
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I

cost of investment grade bonds is currently 7.84% and is expected to rise to 82%.

See Table 6. Obviously, something else must be going on in the minds of

investors. Risk adverse investors would not bid up stock prices so high that they

expect a return from common stocks that is about the same as the return on lower

risk bonds.

I Q- WHAT DID YOU DO?

I
I

I used a different approach to estimate a range of equity costs for Middlesex Water

and Connecticut Water Service based on evidence that indicates their stock prices

include an anticipated stock price premium resulting from either a suture merger or

being acquired. Table 2 shows that from 1999 to the present, there have been a

number of mergers and acquisitions in which investors have received premiums of

between 35% and 59% at the time the merger/acquisition were concluded.

Between December 1998 and December 2001, re~invested returns for American

Water Works, American States Water, California Water and Philadelphia

Suburban increased by 32.3%. During that same period, Middlesex Water's

common shares provided a re-invested return of 59% and Connecticut Water

Service shares provided a re-invested return of 89%, increases that were 20% and

39%, respectively, higher than the average increases for other water utilities. The

obvious explanation for the above-average increases in common stock prices for

Connecticut Water Service and Middlesex Water is that investors expect them to

be acquired at a premium or receive favorable compensation from a merger similar

to those premiums received by the water utilities listed in Table 2.

I
I
I
I

1

2

3

4

5

6

7 A.

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23 Q~

24 A.

25

26

IS IT REASGNABLE FOR INVESTORS TO EXPECT SUCH PREMIUMS?

Yes. As mentioned above, three years ago Value Line advised investors that

owners of water utilities that were acquired could receive premiums of as much as

four times book value. Value Line Investment Survey, August 6, 1999, page 1405

I
I
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(copy attached). More recently, Value Line has pointed out on numerous occasions

that the smaller water utilities are logical merger/acquisition candidates and that

such mergers are justified by potential cost savings, obtaining more customers and

greater geographical diversity. The cost savings are expected from economies of

scale, synergies and lower costs of financing that are available to larger finns. See

Value Line Investment Survey,May 3, 2002, page 1420 (copy attached).

HOW DID YOU ESTIMATE THE RANGE OF EQUITY COSTS FOR THE

Two WATER UTILITIES?

I based my estimates on the version of the DCF model I have identif ied as

equation (4) above and assumed investors expect to receive a premium price when

the stock is sold. I compute that premium price by increasing the price that would

be computed with equation (5) by a potential range in premiums investors could

expect based on past premiums reported in Table 2. In order to determine the

equity cost, I solve for the internal rate of return that makes the expected cash

flows on the right-hand side of equation (4) equal to the price investors are willing

to pay today, PT on the left-hand side of equation (4) .

I
I

Q. WHAT Is SHOWN IN TABLE 19?

I

To avoid potential bias by choosing a "spot" price and to avoid potential criticism

by using an average price, I have computed the equity cost estimates assuming the

current price (PO) is either the highest or the lowest price during the last three

months. Table 19 also shows the price that would be paid to buy one share of

stock of each company at the highest and the lowest prices during the last 3

months and the dividends received from the two shares .

1

2

3

4

5

6

7 Q-

8

9 A.

10

11

12

13

14

15

16

17

18 A.

19

20

21

22

23

24

25 A.

26

Q, WHAT Is SHOWN IN TABLE 20?

Table 20 shows the results of my internal rate of return analysis. I do not low

exactly what premiums investors expect to receive when and if the stocks are
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acquired or the Company's merge and thus have made my analysis with ranges of

premiums and ranges of time in which the acquisition/merger is expected to occur.

I have assumed investors expect to receive a premium within the range of

premiums shown in Table 2 that owners of other water utilities received. I have

also assumed the acquisition/merger is expected to occur between two and three

years into the future.

Q- WHAT GROWTH RATES HAVE YOU ASSUMED?

There are no widely-available forecasts of DPS growth for either water utility.

Thus, for this analysis, I assume Middlesex Water and Connecticut Water Service

initially achieve the projected DPS growth Staff relied upon in the Green Valley

Water Company case, as reported in Staff Schedule JMR-4, and further assume

that rate of growth continues until the time of the merger. For the terminal growth

rate, I assume investors expect these utilities to realize the forecasted industry

average growth in EPS of 6.75% provided by First Call and reported in my Table

12.

Q- GOING FROM LEFT TO RIGHT, PLEASE EXPLAIN EACH ENTRY ON

THE FIRST LINE OF TABLE 20.

I

1

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16

17

18 A .

19

20

21

22

23

24

25

26

The first entry is the assumed initial growth in DPS of 3.l3%, the projected DPS

growth rate Staff relied upon in the Green Valley Water Company case. The

second entry is the terminal growth of 6.75%. It is used to determine the terminal

price of the stock (see equation (5) above) that would occur if investors did not

expect a premium when the stock is sold. The third entry of 35% is the smallest

premium from Table 2. The fourth entry is the current dividend, in terns of the

DCF models presented above, it is Do. Because I have assumed one share of each

stock is owned at the beginning of the period, the combined dividend is $1.64.

The fifth entry is the number of years assumed before the merger or acquisition, in
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this case a three-year period. The sixth entry is the outlay made at the start of the

period to buy one share of each stock. Entries 7, 8 and 9 are the positive cash

Hows investors would expect to receive with the various assumptions. To be

conservative, all cash flows are assumed to be received at the end of the years.

The final cash sow includes dividends for the year as well as the sale of the stock

at a 35% premium over what the price would have been if investors did not expect

to sell it at a premium. The final two entries are estimates of the cost of equity.

The first of the two is a trial equity cost value that I adjusted until it equaled the

internal rate of return computed from the indicated cash flows .

Q- WHAT DO YOU CONCLUDE FROM YOUR INTERNAL RATE OF

RETURN ANALYSIS?

I conclude that if investors expect premiums from the sale of these stocks that fall

within the range of premiums received in recent past mergers and acquisitions, and

if those investors also expect growth in dividends that I assumed, the average

equity cost for Middlesex Water and Connecticut Water Service falls in a range of

10.4% to 13.2%. These values, of course, depend upon the assumptions being

made. While I think the assumptions I have made are reasonable and consistent

with available evidence, I do not give this analysis the same weight I give my DCF

equity cost estimates. I do note, however, that my estimated DCF equity cost

range for the water utilities sample of 11.1% to 11.5% falls well within the range

of 10.4% to 13.2% and thus this evidence on the cost of equity for Middlesex

Water and Connecticut Water Service is not inconsistent with my other DCF

estimates.

1

2

3

4

5

6

7

8

9

10

11

12 A.

13

14

15

16

17

18

19

20

21

22

23

24 VI.

25 Q.

26

RISK PREMIUM AND CAPM ANALYSES ,
DOES COMMON ST0CK REQUIRE A RISK PREMIUM WHEN

COMPARED TO BONDS?
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Yes. There are legal, theoretical and empirical reasons common stock requires a

higher return than bonds. Debt payments take precedent over distributions to

common stock holders and thus a positive risk premium is expected when

determining Arizona-American's cost of equity. Such a risk premium combined

with a forward-looking estimate of the cost of debt provides the basis for a risk

premium estimate of the cost of equity.

Q, DO YOU EXPECT RISK PREMIUMS To BE CONSTANT?

No. The theoretical work of Gordon and Halpern,11 and numerous empirical

studies, including a 1989 study by the staf f  of  the Cregon Public Util ity

Commission, a 1993 study by the staf f  of  the Virginia State Corporation

Commission, and a 1997 decision of the California Public Utilities Commission

indicate that changes in the cost of equity, while moving in the same direction as

changes in interest rates, are generally smaller than associated changes in interest

rates. Thus, risk premiums change in the opposite direction to changes in interest

rates. In the past, I have conducted empirical studies for gas ut i l i t ies,

telecommunications companies, and electric utilities which corroborate the Gordon

and Halpern theory.

Q- HOW is THE BALANCE OF THIS SECTION OF YOUR TESTIMONY

ORGANIZED?

1 A.

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16

17

18

19

20 A.

21

22

23

24

25

26

I present three equity cost estimates that were made with the risk premium

approach. These approaches are based on the assumption that risk premiums

which have occurred in the past can be expected to continue into the future. Also,

to be complete and provide perspective, I present an estimate of the cost of equity

made with the CAPM that is based on updates of methods Staff has used in the

11 "Bond Share Yield Spreads Under Uncertain Inflation," American Economic Review,
66 4 (September 1976) 559-565.
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1 past to implement the model.

Q- PLEASE EXPLAIN YOUR FIRST RISK PREMIUM ANALYSIS.2

3

4

5

6

7

8

9

10

11

A.

12

13

14

15

16

17

18

19

20

21

22

23

24

The first analysis is presented in Table 21. Initially, I combined data on past

returns earned by water utilities" and Baa corporate bond rates to detennine the

past relationship between interest rates and realized returns for water utilities.

Panel A of Table 21 shows that realized ROEs for water utilities have decreased

less than yields on Baa corporate bonds.

Next, in this study and the second risk premium study, I assumed that ROEs

authorized by regulatory commissions provide, on average, unbiased estimates of

the cost of equity facing the utilities at different points in time. Every commission

decision will not provide every utility its cost of equity, but given the goals and

responsibilities of regulatory commissions, one should expect that, on average, the

cost of equity is awarded and thus the various commission determinations provide

an unbiased source of data to conduct the risk premium analysis. In Federal

Energy Regulatory Commission Docket No. ER93-465-000, et al., the Financial

Analysis Branch o f  FE RC also adopted state regulatory commission

detenninations of authorized ROEs to determine risk premiums for their cost of

equity analysis.

Data shown in Table ll indicate that, on average, water utilities have

earned 88 basis points less than their authorized ROEs during the period 1991-

2001. For the analysis in Table 21, I made the conservative assumption that, on

average, costs of equity equal authorized ROEs and are 40 basis points higher than

realized ROES to compute the risk premiums.

Panel A shows that when Baa corporate bond rates dropped by 83 basis

25

26

in The data were compiled by the Water and Natural Gas Branch of the California Public
. Utilities Commission and are reported in Table 2-4 of its report in Application 01-10-028,
I dated March 2002.
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1

2

3

4

5

6

7

8

points, ROEs dropped by 30 basis points and risk premiums increased by 53 basis

points. In relative terms, those changes mean that for every 100 basis point

decrease in the Baa bond rate," the risk premium has increased by 64 basis points.

Panel B of Table 20 takes the data for water utilities developed in Panel A

and combines it with a range of consensus forecasts of the Baa bond rates

compiled by Blue Chip in June 2002 for the period 2003 to 2004 to compute a

forecasted range of equity costs for a typical water utility. That range of

forecasted future Baa corporate bond rates combined with the past relationship

between Baa corporate rates and water utility ROEs indicates an estimated equity

cost of 11.4%. In July 2002, as reported in Table 6, the actual Baa/BBB utility

bond rate was 7.84%. with that current Baa/BBB bond rate, the indicated cost of

equity for a typical water utility is l1.3%.

Q- PLEASE EXPLAIN YOUR SECOND RISK PREMIUM ANALYSIS.

9

10

11

12

13

14

15

16

17

18

19

20

A.

21

22

23

24

A second risk premium analysis was made using data for gas distribution utilities.

As in the prior study, ROEs authorized by regulatory commissions for different

utilities at different points in time are assumed to equal, on average, the respective

costs of equity. My analysis was made with the following model:

RPt ; ' As + ( A l x Baal ),

where RP, is the risk premium computed by subtracting the measure of the interest

rate (Baa corporate bond rate) from the authorized ROE for the particular

commission decision, and A0 and A, are the parameters estimated with a statistical

regression. If - as expected - risk premiums increase when interest rates fall, the

estimated slope (i.e., Al) will be negative.

The results of the regression are shown in Table 22. I used data for 454

25 13 For the last 25 years and 15 years, S&P's average BBB corporate bond rates have been
virtually the same as yields on Moody's Baa utility bonds, thus I use the term "Baa bond

I rates" interchangeably.26
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I

different litigated decisions during the period 1982 to 2002 to establish a database

for this analysis. The -.51 value for the "slope (AT)" coefficient means that as Baa

corporate bond rates fall, the risk premium goes up. The large t-statistic of -51.4

provides statistical support for a conclusion that risk premiums vary inversely with

interest rates. The regression result also indicates costs of equity for gas utilities

move in the same direction as changes in interest rates but change approximately

half as much as the cost of Baa bonds.

The results in Table 22 are used to estimate the range in which the cost of

equity for a typical water utility falls at this time. In making that estimate, as

before, I assumed that the cost of equity for a typical water utility is 50 basis points

less than the cost of equity for the typical gas utility. After removing 50 basis

points, the evidence in Table 22 indicates an equity cost range of 10.9% to 11.0%

for the water utilities sample. This evidence is used to estimate Arizona-

American's cost of equity by adding 60 basis points to the estimate of the cost of

equity for the water utilities sample to account for Arizona-American's additional

financial risk. That calculation indicates Arizona-American has a cost of equity

that falls in a range of l 1.5% to 1l.6%.

Q- PLEASE DISCUSS YOUR THIRD RISK PREMIUM ANALYSIS?

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

My third risk premium estimate is made from historical data on actual returns for

Moody's gas distribution utility stock index and Baa corporate bond rates for the

period 1954 to 2000 displayed in Table 23. In this analysis, recognized that

while realized risk premiums over short periods may differ substantially from

investor expectations, over a long period such as 1954 to 2000, the average

difference between realized premiums and expected premiums is expected to

converge. Thus, the average of annual total market returns on the gas utility stock

index less the yield on Baa corporate bonds for the period provide data to derive an

I
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1

2

3

I
I
I 4

5

6

7

8

estimate of the average risk premium investors have demanded in the past.

Assuming investors require the same risk premium in the future as in the past, with

a forecasted range of 8.1% to 8.2% for Baa corporate bonds, the estimate of the

cost of equity for a typical gas distribution utility falls in the range of 11.8% to

11.9%. Again assuming a conservative 50 basis point difference between the

required ROE for gas and water utilities, the indicated cost of equity for a typical

large water utility falls in the range of 11.3% to 11.4% and Arizona-American's

equity cost falls in a range of 11 .9% to 12.0%.

9 Q- HOW DID YOU CONDUCT YOUR CAPM ANALYSIS?

10 A.

11

12

13

14

I 15

16

17

18

19

The capital asset pricing model is written as :

Equity cost; RF + [3 x MRP,

where RF, [3 and MRP are discussed below.

There are a number of different ways to implement the CAPM. To be

conservative and to reduce controversy, I have implemented the model as was

done by Staff in the Green Valley Water Company rate case, with one exception.

The exception is my choice of a long-term Treasury security as the measure of the

"RF", the risk-tree asset (i.e., an asset with a beta of zero). Staff adopted

intermediate-term Treasury securities as its measure of RF.14 The current yield, as

of July 25, 2002, on long-term Treasury bonds of 5.3% is adopted as the expected

20

21

22

23

24
with the highest published return. It

cost estimates

25

14 Results of empirical studies of the CAPM and modification of the assumptions of the
original (Sharpe-Lintner) CAPMboth indicate the required return for the zero beta asset
is higher than the yield on long-tenn Treasury securities and even higher than the return
on intermediate-term Treasury notes or Treasury bills. The empirical results mean that
equity costs for low beta stocks (such as most utility stocks) will be under-estimated if an
asset with a relatively low return is adopted as the zero-beta asset. To be conservative, I
have adopted the return for the Treasury security
should be recognized, however, that my choice will bias downward equip
for low beta stocks and thus my CAPM estimates are conservative. Sta f's choice of an
intennediate-tenn Treasury security return as the measure of RF will be even further
biased downward than my estimates .

26
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return for that long-term Treasury bond.

Q- WHAT DO YOU ADOPT As YOUR ESTIMATE OF 8?I
I

A. Staffs implementation of CAPM requires an estimate of B, the beta-risk of the

typical water utility at issue. I have adopted an average of the betas reported by

Value Line in its Standard Edition for American States, California Water and

Philadelphia Suburban as my estimate of beta risk. These betas are widely

available and would be known by investors. They are reported in Table 4. An

average of these beta estimates is .6235

Q- WHY HAVEN'T YOU CONSIDERED BETA ESTIMATES FOR THE

W ATER UTILITIES IN VALUE LINE'S SMALL AND MID-CAP

EDITION?

1

2

3

4

5

6

7

8

9

10

11

12 A.

13

14

15

16

17

18

19

20

21

Value Line publishes betas for Connecticut Water Service, Middlesex Water and

SIW Corp in its Small and Mid-Cap Edition (formerly the Expanded Edition). The

academic literature indicates, however, that those beta estimates will be biased

downward because they are estimated with weekly data. Smaller companies

typically have stocks that are not traded as often as larger stocks. Richard Roll

concluded, "trading infrequency seems to be a powerful cause of bias in [beta] risk

assessments with short-interval data. Rather severe bias is induced in daily data

and the bias is still large and significant with returns measured over intervals as

long as one month.'6 Ibbotson Associates have reached the same conclusion and

have explained that for relatively small, thinly-traded stocks - such as Connecticut

22

23
15 The approach taken here recognizes that Value Line betas are probably the most widely
available estimates of betas available to investors. To the extent that investors consider
betas when pricing common stocks, it is assumed that this source of data is relied upon.

24

25
16 Richard Roll, "A Possible Explanation of the Small Firm Effect," October, 1980,
unpublished manuscript, Graduate School of Management University of California Los
Angeles.

26
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Water Service, Middlesex Water and SJW Corp - superior estimates of betas can

be made with annual data instead of weekly data used by Value Line." Based on

this expected bias, I have excluded beta estimates for these small water utilities.

Q- HOW DID YOU ESTIMATE THE EXPECTED MARKET RISK

PREMIUM?

I

I
I

Q, WHAT Is YOUR ESTIMATED CAPM RANGE?

I Equity cost
9.9%

13.0%

RF
5.3%
5.3%

+
+
+

[3 X
.62 x
.62 x

MRP
7.4%
12.4%

1

2

3

4

5

6 A. There are a number of ways the expected market risk premium, MRP, could be

7 estimated. Again, to be conservative and to reduce controversy, I used the

8 methods Staff adopted in the Green Valley Water rate case to estimate a range of

9 expected market risk premiums with updated data. One estimate of the MRP is the

1() long-term average market risk premium reported by Ibbotson Associates. Using

11 the long-term Treasury as the measure of RF, the most recent estimate of that long

12 term average is 7.4% for the period 1926-2001 (2002SBBI Yearbook, Table 9-1).

13 Staff also made an estimate of the current expected MRP from projections

14 Value Line makes for the stocks it follows. As of July 19, 2002, Value Line's

15 projected return for an average stock was l7.7%. Backing out the estimate of the

16 long-term Treasury rate of 5.3%, the implied current market risk premium is

17 12.4%.18

18

19 A. That CAPM range for an average water utility is found as follows:

20

21

22 Arizona-American is more leveraged than these publicly~traded water utilities.

23 Adding 60 basis points to reflect the higher financial risk of Arizona-American,

24 17 Ibbotson Associates, Stocks, Bond,
25 Yearbook,page 130.

26

Bills, and Inflation Valuation Edition 2002

18 The value of 17.7% is computed as (l.80)"(l/4)-1 plus l.9% based on Value Line's
projections on July 19, 2002.
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VII.

Q.

the evidence for CAPM indicates the Company has an equity cost that falls in a

range of 10.5% to 13.6%. All of my equity cost estimates for Arizona-American

fall within this rather wide range and the mid-point of the CAPM range is above

the mid-point of my other equity cost estimates.

It is difficult to make equity cost estimates with the CAPM because there is

no "best" method to implement the model. And even with the limited choices

made here, the CAPM produces a wide equity cost range of 310 basis points. Had

other implementation methods been included in my analysis, the range would have

been larger. Because Staff has used CAPM in the past, I have presented this

CAPM estimate of the cost of equity for perspective, but give it no weight in my

determination of the cost of equity for Arizona-American.

SUMMARY AND CONCLUSIONS

HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR EQUITY

COST ESTIMATES?

Yes. The various equity cost estimates I made are summarized in Table 24.

Q- WHAT EQUITY RETURN DO YOU RECOMMEND THE Commission

APPRGVE FOR ARIZONA-AMERICAN?

I have determined that Arizona-American's cost of equity falls in a range of 11.5%

to 12.1% if 60 basis points are added to benchmark equity costs to account for

Arizona-American being more leveraged than the water utilities sample.. I

recommend the Commission authorize Arizona-American an equity return of no

less than l1.5%, the bottom of that range. That return together with a 40%/60%

equity/debt capital structure, discussed in Mr. Stephenson's direct testimony, and

Arizona-American's embedded cost of debt should be used to determine the fair

rate of return.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 A .

16

17

18 A .

19

20

21

22

23

24

25

26 Q- SHCULD THIS FAIR ROR BE MULTIPLIED BY THE FVRB TO
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DETERMINE RATES FOR ARIZONA-AMERICAN?

Yes, it should be. As an economist reading the various Arizona court decisions,

the determination of the fair ROR and the FVRB should be independent of one

another. It is not appropriate to first determine the dollar return that would occur if

the ROR were multiplied by an OCRB and then solve for the ROR that produces

the same dollar return when multiplied by the FVRB. Such an approach would

effectively ignore the FVRB, and rely on the OCRB to set rates - an approach

Arizona courts have disapproved.

DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

Yes.

1358237.1

1

2 A.

3

4

5

6

7

8

9 Q.

10 A.

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26
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Attachment 1I
August 6. 1999 WATER UTILITY INDUSTRY 1405

I

Large companies in the Water Utility Industry
are continuing to benefit from long-term consoli-
dation trends. In addition, small- and medium-
sized water utilities are beginning to be acquired
by electric and energy utilities at handsome pre-
miums.

A cloud continues to hang over the industry; as
tort litigation in California has many water utili-
ties edgy Injuries rule against those local utilities,
the fallout could be costly.

Although water utility stocks are ranked to un-
derperform the market, they provide conservative
investors an opportunity to capture good yields
with less risk

though no contract or law was breached) underway in
California. The plaintiffs bar in that state has organized
and commenced tort lawsuits against several public and
private community water systems for allegedly deliver-
ins contaminated water, although the companies claim
to be in full compliance with state and federal standards.
The possibility that judgments could be made against
water utilities even though they have broken no law is
disturbing for the industry. If these cases succeed, the
potential fallout could be higher costs for water utilities
in order to defend these kinds of lawsuits, which could
occur in other states. Also, these companies may be
forced to pay large settlements. Fortunately for the
industry, the California Public Utilities Commission is
investigating the adequacy of existing drinking water
standards and has temporarily put a stop to judidd
proceedings.

Industry Consolidation
For the most part, water utilities stand as the last true

American monopoly. Water companies face little or no
competition for water services in a given locale because
the barriers to entry are very high. Consequently, large
companies looking for earnings growth find that acqui-
sitions are the best way to accomplish this goal. Also,
acquisitions help to diversify the larger company, allow-
ing it exposure to different geographic regions, which
can be be&licia.l when one area at' the country is
struggling. Takeover targets tend to welcome this ar-
rangement because they generally need the extra capital
to replace and upgrade existing water distribution net-
works, since a foot of pipe that cost $1 to install a
hundred years ago now costs approximately $100.

An interesting phenomenon in the Water Utility In-
dustry is the takeovers by energy companies and electric
utilities. Energy and electric. utilities have much in
common with water companies. All three groups plan for
capital investments 'm distribution systems, read
meters, bill customers, and deal heavily with regulators
and local laws. By acquiring small- and medium-sized
water utilities, these companies are creating economies
of scale, while providing their shareholders with diver-
sity and steadier revenues. Investors who hold shares of
an acquisition target are poised to prost handsomely,
since some purchases have been for as much as four
times book value. This kind of capital-appreciation po-
tentid is unusual for this industry which is marked by
slow growth and healthy yields.

Meeting Government Regulations .
The Safe Drinking Water Act (SDWA), which was last

amended in 1996, has provided the basis for current
drinking water quality standards. It requires that the
Environmental Protection Agency work with state and
local authorities to select and test for Eve potential
contaminants every five years. The amended SDWA also
provided a $1 billion revolving loan fund to help local
communities to install and upgrade their treatment
plants to remain in compliance with drinking water
purity standards. Water companies spend anywhere
from 15% to 50% of their annual capital budgets to
remain in compliance with the SDWA. Many of the
companies made large investments to upgrade their
infrastructures earlier in the decade, so capital outlays
over the next 3-to 5~yearsshould remain stable, or even
decline. The need to remain in compliance with the
SDWA is a primary driver for the present water utility
consolidation trend.

I
I
I

Tort Litigation
Most wateggompanies are keeping a watchful eye gr

tort litigation°(a civil lawsuit against a party even

Investment Advice
The water company stocks included in this review are

not timely for year-ahead investment. Conservative in-
vestors might, however; find those equities with attract
five dividend-growth prospects and favorable Safety
ranks a worthwhile investment notwithstanding the
aforementioned litigation.
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Composite Slatistim: Water Utility industry

1998! 19991 :cool 20611 zaoz. zoos: g5-07
1sa:u uasan|zusu
19u 1 mol z4s.1

21905

2511

zszs; znvnumualsmw
so J15'NI!PmM{$d\lII)

aw
IU

39.1% I Ana 40.1%
w a s  m s :  s o s

39.5%

14%

4003; lllllil lncomofaxintn
u s . l.D%¥lfUDC$IDN¢1P1Bfl'l

Jones
:ms

$8331 $5.2%l 54.9%
39.S%i nay.: u.o~/.

ser/-

aus
511%

I LDS

. 57.0%,LNug-TOGDDOGRRIID

4 42.I%.CcmmenEq\df1FIu°

aux
Aus

45g|.6I 5565_3|5654|
ssu.1'1unJI1s4;l

a d z '  o r s '  w e

sxsu
79911
i v .

8160!
m s :
g o :

:us  nm ow lnnnzl
ps i  nu m u lwvl
U! I Hanan on Tool C491

1680
1 rue
m s

we.; 9.8'ki ws
ws' : ws- 9.9%

a n
9.9%

10.01. NJSI Mum on $Im£4ua¥
sans; IMS! Hamm on Gera £4'1**Y

t i s
: u s

: S011
ls'/~
w t .

w s has

59'/.4 59%

usannunaaancamiq
saxsmowuuuavfvf

U l f ;
sax:

was
r x

lal lgw-ln:
vuuuu ;
anon .

WA; a n ; I l l
1.91: 8.094 ws
3.0343 101.8 an

wt
~=1l
ws

Avg A.°11 PIE ixia
Rnlaivs PIE R858
Avg Annl ow lnaa

IJ-5
.vo

:m s

Water Utility
RELAWE STRENGTH (Rollo of Industry to Value Ume Comp.)
500

400

300

200

2001 2002
10

0 1996 1997 1998 1999 2000
Index: Juno. 1967 - IOO

4

r
|I \ J

Attachment 2I
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I

May a, 2002 WATER UTILIW INDUSTRY 1420
Infrastructure costs in the Water Utility Indus-

try may rise draunuatically over the coming 20
years. As a result, larger companies are purchas-
ing smaller ones in an effort to achieve economies
of scale.

Water Utility stocks are ranked to underperform
the market over the coming 12 months.

utilities within its state. In the context of regulatory
diversity, American Water Works, American States Wa-
ter, and California Water should benefit from having
operations outside of California over the near term.

Large-scale foreign acquirers have been very inter-
ested in domestic water utilities over the past few years.
Germany-based RWE AG is expected to complete the
purchase of this country's largest investor-owned water
utility American Water Works, early next year: Foreign
utilities are attracted to the stable political environment
'm the U.S. and vast consolidation oppo&uni6a. At
present, though, we expect the buying spree to moder-
ate, as these acquirers digest their recent purchases and
contend with water-related issues in their home ¢:oun~
tries.

I

Industry Consolidation
Infrastructure costs in the Water Utility Industry will

likely rise considerably over the next 20 years. These
companies must maintain and upgrade their existing
systems continually in order to remain 'm compliance
with increasingly stringent rules issued by the Environ-
mental Protection Agency (EPA) and local regulators.
Many of the facilities and pipes that treat and transport
water were constructed over 100 years ago. The costs of
replacing those systems are dramatically higher now,
even amer adjusting for inflation. Also, the ongoing
depletion of nearby bodies of water forces many water
utilities to obtain water from more-distant soiuces at an
additional expense. Water is difficult and expensive to
transport, sing;-it is heavy and incompressible. Yet, the
utilities must keep up vn'th the increasing demand for
drinking water, as the domestic population continues to
rise. All in all, industry sources estimate that in addition
to funds already being used to upgrade
water/wastewater systems, $140 billion to $500 billion
more will be needed to fix up the nation's water infra-
structure over the next two decades. A good deal of this
shortfall will likely be made up over time by increased
federal spending and higher water rates. Nonetheless,
water utilities will probably foot much of the bill.

SDWA Regulations .
The Safe Drinking Water Act (SDWA) . of 1914

(amended in 1996) authorizes the EPA to work with
state and local governments to test for potential imps
cities in drinking water. The EPA mandates what par-
ticular level of a certain contaminant is acceptable per a
specified amount of water. Water utilities routinely
spend a considerable portion of their annual capital
budgets on efforts to stay in compliance with SDWA
guidelines. For example, California Water estimates
that it will cost S125 nonillion over the next five years to
he 'm compliance with the EPA's new rule on the allow-
able level of arsenic 'm drinking water (10 parts per
billion). Water companies must also comply with the
Clean Water Act, and numerous state and local laws.

I
I Investnnoent Advice .

The Water Utility stocks in this review are not timely
far year-ahead investment. Moreover, these issues are
currently trading at the high end of their historical P/E
ratios, as investors look for a secure dividend and good
takeover prospects. As ouch, we believe that there is
some downside risk here as equity markets improve,
because investors may become more willing to take on
additional risk and move their funds out of this sector in
an eBIort to pursue total-return prospects that are pres-
ently not available in this industry.

The costs of staying in compliance with drinking water
laws are particularly onerous for smaller regional com-
panies because they have a lower customer base over
which to spread their outlays. Small and mid-sized
water utilities tend to welcome takeover oB'ers &om
larger companies so that they can gain access to the
bigger firm's superior capital resources. The acquiring
company attempts to achieve economies of scale Hy
engaging in these transactions. Moreover, it looks m
gain greater geographic diversity that can reduce its
susceptibility to unfavorable weather patterns and po-
tentially burdensome local regulators. For example, The
California Public&Utilities Commission (CPUC) has un-
dergone many ehangu over the past couple of years, and
it is now less friendly to the business interests of the

Joseph EspaillatI
I

I
I
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Arizona-American Water Company

Table 1
I
I Selected Characteristics of Water Utilities Sample

Companies in Sample-B'

%
Water

R€v€f°lU€s-b/

S&P
Bond

Rating-*v

Moody's
Bond

Rating-w

Common
Equity
Ratio-°/

1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp

91%
100%
98%
98%

A+
AA-
AA-
N R

AL
Aar
NR
NR

45%
49%
48%
58%

Average of Four Company Sample

Arizona-American-d'

50%

40%

I
I
I

Companies Not in Sample- Reason Not Included

American Water Works
Connecticut Water Service
Middlesex Water
Southwest Water

94%
100%
100%
42%

A+
NR
A+
NR

AS
NR
AS
NR

merger in progress
anticipated merger
anticipated merger

% of water revenues

Sources:
_a/ List of water utilizes relied upon by ACC Stay' in Docket No. W-01427A-01-0487
_b/ C.A. Turner Utility Reports, August 2002.
_c/ As reported for 2001 by Value Line August 2, 2002 or from SJW Corp SEC Form 10-K.
_d/ Company estimate.

8/05/02
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I Arizona-American Water Company

Table 2

I
Premiums Received by Investors from Recent

Mergers and Acquisitions of Water Utilities

Approximate
Date of

Acquisition
or Merger

Highest Price
in Year Prior to
Announcement

Value at
Time of

Merger or
Acquisition Basis Premium

cash 35%

Company

Aquarion

United Water Resources

August 1999

July 2000 cash 41%

E-Town Year-end 2000 cash 41%

Dominguez stock 57%

Consumers Water

May 2000

March 1999 stock 59%

I American Water Works Proposed

$27.40

$25.00

$48.30

$21 .50

$20.80

$34.00

$37.05

$35.30

$68.00

$33.75

$33.10

$46.00 cash 35%

Average Premium 45%

I

I
I
I



I

Arizona-American Water Company

Table 3

Selected Characteristics of Gas Utilities Sample

Companies in Sample-a/

Percentage S&P
of Gas Bond

Revenues_b/ Rating_b/

Moody's
Bond

Rating_b/

1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 no Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

60%
97%
90%
98%
67%
86%
1 00%

A-
A-

A+
A

AA-
A

AA-

AS
AS
AL
AS

Aa2
AS

Aar

Companies Not in Sample-*v Reason Not Included

BBB+ Baal

AA Aar

I BBB Baan

Cascade Natural Gas
Energen
NUI Corp
NICOR
New Jersey Resources
ONEOK
SEMCO Energy
South Jersey Industries
Southwest Gas
UGI Corp

100%
39%
46%
77%
55%
22%
59%
55%
86%
23%

BBB- Baan

bond rating
% gas revenues
% gas revenues

fraud investigation
% gas revenues
% gas revenues

bond rating
% gas revenues

bond rating
% gas revenues

Sources:

I _al List of gas utilities relied upon by ACC Staff in Docket No. G-03703A-01-0263.
_b/ C.A. Turner Utility Reports, August 2002.

8/05/02
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Arizona-American Water Company

Table 4

Beta Risk and Safety Rankings of Gas and Water Utilities Samples-a'b/

Beta
Safety
Rank

Gas Distribution Utilities
1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 NW Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

Average

0.60
0.55
0.55
0.60
0.70
0.60
0.60
0.60

2

3

2

2

1

2

1

1 .9

I Water Utilities
1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp-*v

0.65
0.60
0.60
0.55
0.60

3
2
2
2

2.3Average

Sources:
_a/ Value Line, Summary and Index, July 19, 2002 with

the exception of SJW Corp.
_b/ From the Value Line Small and Mid-Cap Edition,

Summary & Index, dated July 19, 2002.

7/24/02
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Arizona-American Water Company

Table 5

Development of Alternative Water Utility Costs of Equity
That Reflect Differences in Leverage

Panel A: Average for Sample Water Utilities

Bottom debt
equity

Capitalization Incremental
Ratio Cost-af
0.50 7.84%
0.50 10.9%

Weighted
Cost

3.92%
5.45%
9.37%

Top debt
equity

0.50
0.50

7.84%
11.5%

3.92%
5.75%
9.67%

Panel B: Increase Leverage:

Bottom debt

equity

Capitalization
Ratio
0.60
0.40

Incremental
Cost-I"
7.84%
1 1 .7'/0

Weighted
Cost

4.70%
4.67%
9.37%

Top debt
equity

0.60
0.40

7.84%
12.4%

4.70%
4.97%
9.67%

Notes:
_a/ Incremental cost of debt as reported August 2, 2002 by Value

Line for Baa-rated utility bonds. Cost of equity range as
estimated and reported in Table 24.

_b/ Assumes no change in incremental debt cost but increases
the cost of equity to reflect more financial risk.

8/06/02



Arizona-American Water Company

Table 6

Actual and Forecasted Baa Bond Rates

Year/Month

Baa
Corporate

Bonds

1996-a/ 8.05%

1 g97-a/ 7.87%

1998_a/ 7.22%

1 g9g-a/ 7.88%

2000_a/ 8.37%

2001_of 7.95%

July 2002-b/ 7.84%

Forecast for w2003J:/ 8.10%

Forecast for 2004-d/ 8.20%

Sources:
_a/ Federal Reserve.
_b/ Value Line, Selection & Opinion, August 2, 2002

for recent selected yields at July 25, 2002.
_cl Blue Chip Financial Forecasts, quarterly consensus

forecast, July, 2002.
_d/ Blue Chip Financial Forecasts, long-term

forecast reported in June, 2002.

8/06/02



Arizona-American Water Company

Table 7

Recent Authorized Returns on Equity
For Larger Arizona Water, Sewer and Gas Utilities

Company
Decision
Number

Decision
Date

Authorized
ROE

Citizens Utilities Company, Agua
Fria Water Division, Sun City Water
Company, Sun City Sewer Company
and Sun City West Utilities Company 60172 10.50%

60220

May 7, 1997

May 27, 1997 1 1 .00'%

60437 1 1 .50'%

61008 11.30%

61831 1 1 .00%

61854

Sept 29, 1997

July 16, 1998

July 20, 1999

July 21, 1999 12.00%

62184 Jan 5, 2000 1 1 75%

Paradise Valley Water Company

Far West Water Company

Saddlebrooke Utility Company

Paradise Valley Water Company-'v

Bermuda Water Company

Pima Utility Company (Sewer)

Far West Water & Sewer Co. (Water) 62649 June 13, 2000 11.50%

Southwest Gas Corporation 64172 Oct. 30, 2001 1 1 .00'%

Arizona Water Company (Nollhern Group) 64282 Dec. 28, 2001 10.25%

Note:
_n/ Now named Arizona-American Water Company.
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Arizona-American Water Company

Table 11

I
I
I
I
I
I

Comparisons of Realized and Authorized ROEs and
Market-to-Book Ratios for Water Utilities and

Value Line's Industrial Composite: 1992 - 2001

Earned
ROE

Authorized
ROE

Earned
Less

Authorized
ROE

Water Industrial
Utilities Composite

M/B M/B

1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

10.00
11.60
10.40
11.40
9.70

10.50
11.00
11.10
11.10
10.30
10.90

12.82
12.73
12.72
11.96
11.99
11.30
11.14
10,87
10.87
10.74
10.57

-2.82
-1 .13
-2.32
-0.56
-2.29
-0.80
-0.14
0.23
0.23
-0.44
0.33

1.36
1.49
1.55
1.28
1.33
1.48
1.73
2.06
2.50
2.06
2.27

2.43
3.10
3.18
2.90
3.15
3.50
4.13
4.83
5.21
4.85
3.35

Average -0.88

I
I
I
I
I
I
I
I

Sources:
_a/
_b/

Year-end C.A. Turner Utility Reports
Value Line Industrial Composite as
reported January 25, 2002.
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Arizona-American Water Company

Table 21

Risk Premiums Computed from Past ROEs Earned by Water Utilities
and Forecasted Cost of Equity Range for Water Utilities

Panel A:
Baa

Corporate
Bond

Rates-b'

Average
Baa

Bond Rate

Realized
ROEs for

Water
Utilities-af

Average
ROE

Risk
Premium-c'

Average
Risk

Premium

1991-1995
1991
1992
1993
1994
1995

9.80%
8.98%
7.93%
8.63%
8.20% 8.71%

12.00%
10.51 %
11.60%
10.71 %
11.13% 11.19%

2.60%
1.93%
4.07%
2.48%
3.33% 2.88%

1996-2000
1996
1997
1998
1999
2000

8.05%
7.87%
7.22%
7.88%
8.37% 7.88%

11.60%
11.57%
10.91 %
10.56%
9.81% 10.89%

3.95%
4.10%
4.09%
3.08%
1.84% 3.41 %

Differences in Averages: -0.83% -0.30% 0.53%

Relative Change -100 -36 64

Panel B:
Forecasts of

Baa Corporate
Bond Rate-d'

Estimated
Risk

Premium-°'

Forecasted
Equity
Cost

8.10%
8.20%

3.27%
3.21%

11.4%
11.4%

Notes and Sources:
_a/ Source: Tables 2-4 of CPUC WNGB Report, dated March 2002, in A. 01 -10-028.
_b/ Past Baa rates reported by the Federal Reserve.
_c/ Based on evidence reported by C. A. Turner Utility Reports at year-end

for the last ten years, the average cost of equity was more than 40 basis
points higher than an average of realized ROEs. See Table 11.

_d/ Range of consensus forecasts reported by Blue Chip, June 2002 for the
period 2003 to 2004.
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Arizona-American Water Company

Table 22

Risk Premium Analysis
Regression Analysis of Risk Premiums Based on Authorized Returns

for Natural Gas Utility Stocks-a/ and Baa Corporate Bond Rates
1982-2002

Regression Formula-°/: Risk Premium : Ao + AL x Baa Corporate Rate

Regression Output:
Constant (As) 0.0745
Std Err of Y Est 0.0077
R Squared 0.8541
No. of Observations 454
Degrees of Freedom 452

Slope (AL )
Std Err of Coef.
t-statistic

-0.510
0.010
-51.4

Equity Cost
Estimate

Predicted
PremiLIm..c/

Forecasted
Baa Corporate

Bond
Rate-bf

Bottom
Top

1 1 .42%

1 1 .47%

3.32% +
3.27% +

8.10%
8.20%

Estimated Equity Cost for the Average Utility
in Water Utilities Sample:

Bottom
Top

10.9%
11.0%

Notes and Sources:
__a/ Sources: Annual Surveys of Gas Rate Cases, Public

Utilities Fortnightly, KAN Rate of Return Data Books, Regulatory
Research Associates and the Federal Reserve.

_b/ Range of consensus forecasts of rates for Baa Corporate
bonds for 2003-2004 as of June 2002 as reported by Blue Chip.

_c/ Regression analysis assumes 8-month lag between Baa
bond rate and the date of respective commission orders.
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I Arizona-American Water Company

Table 23: Risk Premium Analysis
Comparison of Total Returns on Moody's Natural Gas Stock index

and Baa Corporate Bond Rates

I
Moody's
Natural

Gas
Price

Index-w

Annual
Average

Dividend-b/
Index Dividend

Gain/Loss Yield

Total
Gas Stock

Return
Risk

Premium

I
I

I

I
I

1 .32

1 .43

1 .49

1 .53

1 .63

1 .79

1 .91

2.01

2.13

2.27

2.40

2.75

2.57

2.79

2.88

2.97

3.06

3.10

3.21

3.31

3.43

3.65

3.85

4.07

4.33

4.59

4.95

5.28

5.45

5.71

6.06

5.68

5.86

6.15

8.45

6.70

6.94

7.08

7.23

7.36

7.48

8.01

7.99

8. 12

6.16%

0.46%

-8.68%

50.16%

2.27%

21 .77%

34.74%

-8.05%

8.19%

5.60%

-5.76%

-16.81%

-5.68%

6.56%

-18.44%

19.26%

-8.54%

11 .87%

-18.88%

-al .59%

28.88%

35.28%

-1 .78%

-9.65%

16.38%

5.81 %

-5.49%

~5.38%

10.21%

24.93%

9.87%

18.69%

-15.01 %

12.81%

34.91%

-7.00%

14.20%

11 .64%

11.00%

-17.59%

22.83%

6.86%

14.64%

-7.22%

-5.87%

20.28%

4.99%

5.09%

5.28%

5.98%

4.21%

4.52%

3.96%

3.09%

3.57%

3.51%

3.52%

4.28%

4.99%

5.53%

5.35%

6.77%

5.85%

6.48%

6.09%

7.62%

11 .54%

9.53%

7.43%

8.00%

9.42%

8.58%

8.74%

9.87%

10.77%

10.23%

8.69%

7.42%

6.45%

7.96%

7.43%

5.72%

6.38%

5.69%

5.21%

4.78%

5.89%

5.14%

4.79%

4.25%

4.62%

4.93%

11.14%

5.55%

-3.40%

56.09%

6.48%

26.29%

38.71%

-4.96%

11 .75%

9.11 %

-2.24%

-12.53%

-0.64%

12 .08%

-13.09%

26.03%

-2.69%

18.35%

-12.89%

-23.97%

40.42%

44.82%

5.65%

-1 .65%

25.80%

14.39%

3.25%

4.49%

20.98%

35.17%

18.57%

26.10%

-8.56%

20.27%

42.35%

-1 .27%

20.58%

17.33%

16.21 %

-12.81 %

28.72%

12.00%

19.44%

-2.97%

-1 .25%

25.21%

7.69%

1 .93%

-7.77%

51 .oh/.

1 .63%

21 .01 %

aa.s1 %

-10.06%

6.83%

4.26%

~7.05%

-17.55%

~S.82%

5.15%

-20.32%

17.88%

-11 .81 %

9.97%

-20.82%

-32.45%

29.79%

34.26%

-3.46%

-10.84%

15.86%

2.33%

-11.39%

-12.06%

6.84%

21 .42%

5.17%

14.52%

-18.53%

8.98%

31 .70%

-11 .O9%

10.15%

8.07%

7.40%

-20.50%

19.62%

4.51%

1155%

-10.29%

- 8 . 4 %

17.02%

1954

1955

1956

1957

1958

1959

1960

1951

1962

1963

1964

1965

1966

1967

1968

1969

1970

1971

1972

1973

1974

1975

1976

1977

1978

1979

1980

1981

1982

1983

19a4

1985

1986

1987

1988

1989

1990

1991

1992

1993

1994

1995

1996

1997

199B

1999

2000

R a t e s

o n  B a a

Corporate

B o n d s -* v

3.45%

3.62%

4.37%

5.03%

4.85%

5.28%

5.10%

5.10%

4.92%

4.85%

4.81%

5.02%

8.18%

6.93%

7.23%

8.65%

9.12%

8.38%

7.93%

8.48%

10.63%

10.56%

9.12%

8.99%

9.94%

12.06%

14.64%

16.55%

14.14%

13.75%

13.40%

11 .58%

9.97%

11 .29%

10.65%

9.82%

10.43%

9.26%

8.81%

7.69%

9.10%

7.49%

7.89%

7.32%

7.23%

8.19%

8.02%

26.47

2e.10

28.23

25.78

38.71

39.59

48.21

64.98

59.73

64.62

68.24

64.31

53.50

50.49

53.80

43.88

52.33

47.86

53.54

43.43

29.71

38.29

51 .80

50.88

45.97

53.50

56.61

53.50

50.62

5579

69.70

76.58

90.89

77.25

86.76

1 17.05

108.86

124.32

138.79

154.06

126.96

155.94

166.64

191 .04

177.24

166.84

200.68

8.18

8.22

Average Risk Premium 3.67%

Equity Cost Forecast
Low
High

Forecast of
Baa
Bond

Rates-°'
8. 1 %
8.2%

Gas
Utility
Equity
Cost

1 1 .8%
1 18%

Water
UiiIiries
Sample

Equity Cost
1 1 .3°/>
1 1 .4%

Az-Am
Equity
Cost

1 1 .9%
12.0%

Sources and Notes:

a/ U. S. Federal Reserve. Monthly rates lot December of the indicated year.

b/ Margent, Moodv's 2001 Public Utility Manual.

c/ Range of forecasts for2003-2004 compiled by Blue Chip, June 2002.
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Arizona-American Water Company

Table 24

Summary Table: Estimated Cost of Equity Ranges for Water
Utilities Sample and Arizona-American Water Company

Estimated
Ranges of
Equity Costs

for Water
Utilities Sample

Estimated
Range of

Equity Costs for
Arizona-American

Water

Discounted Cash Flow Estimates

Based on Water Utilities 11.1% to 11.1% 11.7% to 11.7%

Based on Gas Utilities 11.4% to 11.5% 12.0% to 12.1%

Risk Premium Estimates

Based on Water Utilities 11.4% to 11.4% 12.0% to 12.0%

Based on Gas Utilities
Authorized ROEs 10.9% to 1 1 .0% 11.5% to 11.6°/>

Based on Moody's Gas
Utilities Index 11.8% to 11.4% 11.9% to 12.0%

Estimated Equity Cost Range for Arizona-American Water Company 11.5% 12.1%

I
8/07/02
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Q-

INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND ADDRESS.

I My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty

Street, S.E., Salem, Oregon 97302.

Q- WHAT Is YOUR PROFESSION AND BACKGROUND?

|
I am an economist and Vice President of Utility Resources, Inc., a consulting firm.

I received my Ph.D. in Economics from the University of Florida. Prior to jointly

establishing URI in 1985, I was a consultant at Zinder Companies from 1982-1985

and a senior economist on the staff of the Oregon Public Utility Commission from

1976 to 1982. Prior to 1976, I taught business and economics courses at the

graduate and undergraduate levels.

I have been deposed or testified on various topics before regulatory

commissions, courts and legislative committees including two Canadian regulatory

authorities, four Federal agencies and in the states of Alaska, Arizona, California,

Colorado, Georgia, Idaho, Illinois, Iowa, Kentucky, Minnesota, Montana,

Nebraska, Nevada, New Mexico, Oklahoma, Oregon, Tennessee,

Washington and Wyoming. In addition to cost of capital studies, I have testified as

an expert on the valuation of utility property, estimated incremental costs of

energy and telecommunications services, and presented rate design testimony.

Utah,

Q- WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED BEFORE?

I

1 1.

2
3 A.

4

5
6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20
21 A.

22

23

24

25

26

I have testified on cost of capital or other financial issues before the Interstate

Commerce Commission, Bonneville Power Administration and in 13 states. My

sMdies and testimony have included consideration of the financial health and fair

rates of return for Nevada Bell Telephone, Illinois Bell Telephone, General

Telephone of the Northwest, Pacific Northwest Bell, U S WEST, Anchorage

Municipal Light & Power, Pacific Power & Light, Portland General Electric,

l ENNEMORE CRAIG
A PROFESSIONAL CORPORATION
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I

Commonwealth Edison, Northern Illinois Gas, Iowa-Illinois Gas and Electric,

Puget Sound Power & Light, Idaho Power, Cascade Natural Gas, Mountain Fuel

Supply, Northwest Natural Gas, Arizona Water Company, California-American

Water Company, California Water Service, Dominguez Water Company,

Kentucky-American Water Company, Mountain Water Company, Oregon Water

Company, Paradise Valley Water Company, Park Water Company, San Gabriel

Valley Water Company, Southern California Water Company, Tennessee-

American Water Company and Valencia Water Company. I have also prepared

estimates of the appropriate rates of return for a number of hospitals in

Washington, a large insurance company, and railroads.

Q. DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO

COST OF CAPITAL ISSUES?

1

2

3

4

5

6

7

8

9

10

11

12

13 A .

14

15

16

17

18

19

20

21

22

23

24

25

26

Yes. I published an article "Water Utilities and Risk,"Water: the Magazine of the

National Association ofWater Companies Vol. 40, No. 1 (Winter 1999), and was

an invited speaker on the topic of risk of water utilities at the 57th Annual Western

Conference of Public Utility Commissioners in June 1998. I also presented a paper

"Application of the Capital Asset Pricing Model in the Regulatory Setting" at the

47th Annual Southern Economic Association Meetings and published an article

"On the Use of the CAPM in Public Utility Rate Cases: Comment" in Financial

Management (Autumn 1978). While on the staff of the Oregon Public Utility

Commission, also established a sample of over 500,000 observations of common

stock returns and measures of risk and conducted a number of studies related to the

use of various methods to estimate costs of equity for utilities. I was invited to

lecture at Stanford University to discuss that research.

I
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I
II.

Q-

PURPOSE OF TESTIMONY, SUMMARY AND CONCLUSIONS

WHAT is THE SUBJECT OF YOUR TESTIMONY IN THIS

PROCEEDING?

I

Arizona-American Water Company ("Arizona-American" or the "Company") has

asked me to estimate its cost of common equity to be used in developing a just and

reasonable rate of return on Arizona-American's investment in its utility plant and

property devoted to public service for ratemaking purposes. My study is based on

data available to investors in early August 2002. I was also asked to review certain

published decisions of the Arizona appellate courts related to the use of a "fair

value" rate base ("FVRB") in setting rates in Arizona, and to express my opinion

as an economist concerning the rate base to which the cost of equity and the

overall rate of return should be applied in Arizona based on those decisions. Mr.

David Stephenson will testify regarding Arizona-American's capital structure, cost

of debt and total cost of capital (rate of return), which includes my recommended

cost of equity.

Q- How Is YOUR TESTIMONY ORGANIZED?

I

l

2

3
4 A.

5

6

7

8

9

10

11

12

13

14

15

16
17 A.

18

19

20

21

22

23

24

25

26

In this Section II, I outline my testimony and summarize my analysis.

In Section III, I discuss my review of certain decisions of the Arizona courts

and provide my opinion as an economist about what rate base must be combined

with a ROR that includes a market determined estimate of the cost of equity to

satisfy the requirements of the Arizona Constitution as interpreted in those

decisions.

In Section IV, I discuss the risk of water uti l i ty common stocks and

differences in risk of water utilities and natural gas distribution utilities ("gas

utilities") and explain why Arizona-American's higher leverage and unique

business risks in Arizona make the Company more risky than an average publicly-

IENNEMORE CRAIG
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I

traded water utility I examine to determine benchmark equity costs.

Section V reports my discounted cash flow ("DCF") equity cost estimates

for samples of water utilities and gas utilities.

Section VI presents equity cost estimates based on three risk premium

approaches. For perspective, I also estimate an equity cost range with the capital

asset pricing model ("CAPM").

Section VII provides a summary of my analysis and my recommended

return on common equity ("ROE") for Arizona-American.

Q- HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS To

ACCOMPANY YOUR TESTIMONY?

Yes. I have prepared 24 tables that support my testimony. These tables are

attached to this testimony at Exhibit Zepp Dir. Exh. 1.

PLEASE SUMMARIZE YOUR TESTIMONY.

My findings and recommendations are the following:

1. Arizona-American's cost of common equity is greater than the cost of
common equity of the average water utility in my sample of public-traded
water utilities eoause it is more leverage and has other additional business
risks. I estimate Arizona-American's additional leverage requires an equity
cost premium of at least 60 basis points.

2. The market cost of common equity facing large, publicly-traded water
utilities falls in a range of 10.9% to 11.5% at this time:

DCF model estimates for a sample of four publicly-traded water
utilities indicate their average cost of equity is l l.l%,

Based on a DCF analysis of gas utilities, the cost of equity for a
comparable risk water utility falls in a range of 11 .4% to 1l.5%,

The costs of equity derived from three risk premium analyses
indicate the cost of equity for publicly-traded water utilities falls in a
range of 10.9% to 11.4%.

1

2

3

4

5

6

7

8

9

10

11 A .

12

13 Q-

14 A .

15

16

17

18

19

20

21

22

23

24

25

26

A range of equity costs indicated by the CAPM overlaps my other
estimates of the cost of equity.

3. An internal rate of return analysis for Middlesex Water and Connecticut

l ENNEMORE CRAIG
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4.

Water Service, two other water utilities considered by the Utilities Division
("Staff") in past rate cases but not included in my DCF sample, is not
inconsistent with my estimated equity cost range for publicly-traded water
utilities.

I estimate Arizona-American's cost of equity falls in a range of 11.5% to
l2.1%. I recommend that Arizona-American be allowed to earn a ROE of
no less than ll.5%, the bottom of the range of m equity cost estimates.
See Summary Table 24, Exh. Zepp Dir. Exh. l attached hereto.

5. A determination of a ROE and overall rate of return is independent of the
determination of an original cost rate base ("OCRB") and determination of
the value of the FVRB. As an economist, I conclude the ROR that includes
my recommended ROE of no less than 11.5% should be adopted and
multiplied by the FVRB to determine revenue requirements for Arizona-
American's systems.

III. ARIZONA COURT DECISIONS INDICATE UTILITY RATES SHOULD
BE SET TO RECOVER A MARKET-BASED COST OF EQUITY APPLIED
TO A FAIR VALUE RATE BASE

Q- WHAT Is THE ISSUE YOU ADDRESS IN THIS SECTION OF YOUR

TESTIMONY?

The Arizona Constitution provides that "the corporation commission shall, to aid it

in the proper discharge of its duties, ascertain the fair value of the property within

the State of every public service corporation doing business therein." Arizona

Constitution, Art. XV, § 14. Given that the Arizona Constitution requires the use

of a "fair value" rate base ("FVRB") in setting rates, a preliminary issue that

should be addressed is whether the percentage rate of return on rate base ("ROR"),

which is composed of the market cost of equity and embedded costs of debt,

should be set independent of the determination of the FVRB or whether the ROR

should be adjusted to hold a utility's earnings at the same level that would occur if

an original cost rate base ("OCRB") had been used to determine the revenue

requirement.

Q- PLEASE DISCUSS WHAT is MEANT BY A FAIR RATE OF RETURN.

I

1
2
3
4
5
6
7
8
9

10
11
12

13 A.
14
15
16
17
18
19
20
21
22
23
24
25 A.
26

A fair rate of return is achieved when a utility is permitted to set rates and charges
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for service at levels where the expected return provides common stock investors a

reasonable opportunity to am the cost of common equity. Since operating

expenses and interest on debt take precedence over payments to common

stockholders, the common equity shareholders of the company bear the greatest

risk of not receiving expected returns. The U. S. Supreme Court recognized this

requirement many years ago. In describing the ROR on a utility's FVRB, the U.S.

Supreme Court, in Blue field Waterworks, stated:

A public utility is entitled to such rates as will permit it to
earn a return on the value of the property which it em lays for
the convenience of the public equal to that general being
made at the same time and in the same general part of the
country on investments in other business undertakings which
are attended by corresponding risks and uncertainties, but it
has no constitutional right to profits such as are realized or
anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility, and
should be adequate, under efficient and economic
management, to maintain and support its credit and enable it
to raise the money necessary for the proper discharge of its
public duties.

Bluefeld Waterworks & Improvement Co. v. Pub. Serv. Comm 'n of West Va., 262

U.S. 679, 692-93 (1923).

In the Hope Natural Gas decision, the Supreme Court restated this

requirement:

corresponding risks.

enterprise, so as to maintain its credit and to attract capital.

Fed. Power Comm 'n v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).

[T]he return to the equity owner should be commensurate
with returns on investments in other enterprises having

That return, moreover, should be
sufiiclent to assure confidence in the financial integrity of the

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- YOU QUOTED FROM U.S. SUPREME COURT DECISIONS.

THOSE STATEMENTS CONSISTENT WITH THE

CONSTITUTION AND DECISIONS OF THE ARIZONA COURTS?

ARE

ARIZONA
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I understand that Arizona courts have recognized and followed relevant U.S.

Supreme Court decisions. In US West Communications, the Arizona Supreme

Court stated: "Whenever possible, however, we construe the Arizona Constitution

to avoid conflict with the United States Constitution and federal statutes." US

West Communications, Inc. v. Ariz. Corp. Comm 'n, 201 Ariz. 245, 246, 34 P.3d

351, 355 (2001).

However, as I stated earlier, Arizona differs from most other jurisdictions

because of the requirement embodied in the Arizona Constitution that the "fair

value" of the utility's plant and property be found and used in setting rates. The

Arizona Supreme Court has stated, for this reason, that the "end result" test

approved in Hope cannot be used in Arizona to justify a particular rate setting

approach:

It is clear, therefore, that under our constitution as interpreted
by this court, the commission is required to find the fair value
of the company's property and use such finding as a rate base
for the purpose of calculating what are just and reasonable
rates. T36Hope case cannot be used by the commission. To
do so would violate our constitution. The statute under
consideration in that case prescribed no formula for
establishing a rate base. While our constitution does not
establish a formula for arriving at fair value, it does require
such value to be found and used as the base in fix in rates.
The reasonableness and justness of the rates must be reared to
this finding of fair value.

Simms v. Round Valley Light & Power Co., 80 Ariz. 145, 151, 294 P.2d 378, 382

(1956). The court also stated:

1 A .

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

. whereas prudent investment relates to a value at the tlme
... The former allows the increase or decrease

in the cost of construction to influence the rate, whereas the
latter makes no such allowance. Irrespective of the merits, if
any, of the prudent investment theory, because of our
constitution the commission cannot use it as a guide in
establishing a rate base.

Fair value means the value of properties at the time of inqu.iry,

of investment.
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Simms, supra (citations omitted).

Historically, a utility's rates were fixed on the basis of providing a fair

return on its FVRB, as the discussion in Blue field Waterworks at pages 690 to 692

shows. Arizona courts have continued to state that the Arizona Corporation

Commission ("Commission") must use a FVRB in setting rates in Arizona.

Recently, the Arizona Supreme Court stated that in a monopolistic setting, "fair

value has been the factor by which a reasonable rate of return was multiplied to

yield, with the addition of operating expenses, the total revenue a corporation

could earn." US West, 201 Ariz. at 245, 34 P.2d at 354. That statement is

consistent with the Arizona Supreme Court's statement in Simms some 45 years

earlier that the "reasonableness and justness of the rates must be related to [the]

finding of fair value." Simms, 80 Ariz. at 151, 294 P.2d at 382.

In short, the principles stated by the U.S. Supreme Court on what

constitutes a fair rate of return are consistent with the holdings of the Arizona

courts. Because of the constitutional requirements in Article 15 of the Arizona

Constitution, however, the Commission should establish rates that provide a fair

rate of return on the current value of a utility's property, i.e., its FVRB .

Q, WHAT FORMULA HAS THE ACC USED To DETERMINE A UTILITY'S

FAIR VALUE RATE BASE?

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 A .

21

22

23

24

25

26

It is my understanding that there is no set formula for determining the FVRB.

Instead, the Commission may consider any relevant evidence that aids in

detennining the current value of the utility's plant and property. However, I also

understand that the Commission has often determined the FVRB by simply

averaging the utility's original cost rate base ("OCRB") and its Reconstruction

Cost New Rate Base ("RCNRB) as a default measure of FVRB when multiple

indicators of the value of plant and property are not available. While certainly
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I

I

convenient, this approach may ignore other factors and circumstances affecting the

current value of the plant, and may ultimately result in a substantially understated

FVRB.

In this case, Arizona-American is requesting that its adjusted RCNRB be

used as its FVRB, as discussed in the Direct Testimony of Thomas J. Bourassa.

The RCNRB is based on the trended cost of the plant and property used to furnish

service, and therefore should more closely approximate its current value than

would the original or historic cost. As explained by Mr. Bourassa, in this particular

case, the use of the RCNRB is also supported by the purchase price recently paid

by Arizona-American for the water and wastewater systems and other assets

owned by Citizens Communications in Arizona. The fact that these systems were

recently the subject of an ans-length purchase/sale, involving independent and

sophisticated parties, gives further support to using RCNRB as the FVRB instead

of an average of OCRB and RCND in this case, as multiple indicators of the

current value of a utility's assets are rarely available. Assuming that the goal of

finding and using the "fair value" of die utility's property is to ensure that the rates

are set on the basis of the current value of the utility's plant and property, it would

be more appropriate to use the RCNRB as the FVRB, especially when the

purchase price for the Citizens' assets is taken into account.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

Q. BELOW YOU PROVIDE EQUITY COST ESTIMATES. DO THOSE

ESTIMATES DEPEND ON THE TYPE OF RATE BASE USED?

No. My equity cost estimates are independent of the rate base to which they are

applied. The equity cost estimates I present are determined from market data and

provide an estimate of the equity return an investor requires on dollars invested in

shares of common stock. Actual equity returns depend, in part, on the rate base

that is incorporated into the process that sets rates. Those stock prices also depend
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I
in part on the present value of cash or securities that an investor expects would be

received if the uti l i ty were condemned by a public agency, acquired by a

municipality or another uti l i ty, or merged into another uti l i ty. Thus, the

percentage equity cost estimates are independent of whatever formula is used to

determine the FVRB .

I
Q, WILL APPLICATION OF A MARKET-BASED RATE OF RETURN TO

THE FVRB ALWAYS LEAD TO HIGHER PRICES FOR UTILITY

SERVICES THAN WOULD BE THE CASE IF THE MARKET-BASED

ROR WERE APPLIED To AN OCRB?

I

No, it would not. In Simms, the Arizona Supreme Court recognized that fair value

"allows the increase or decrease in cost of construction to influence the rates,

whereas [OCRB] makes no such allowance." Simms, 80 Ariz. at 151, 294 P.2d at

382. The impact of using a FVRB will vary depending on the utility's particular

circumstances. I would expect that the application of the market-based ROR to a

FVRB for a water utility will, in many cases, lead to higher rates than application

of a market-based ROR to an OCRB. But in other cases, the FVRB may be less

than the OCRB and thus lead to lower prices for utility services than if the OCRB

were used to determine such prices. The drafters of the Arizona Constitution

apparently wanted Arizona ratepayers to benefit from cost savings just as they felt

that stockholders should be allowed to earn a return on the current value of their

assets if costs have increased.

I

1

2

3

4

5

6

7

8

9

10 A.

11

12

13

14

15

16

17

18

19

20

21

22

23 A.

24

25

26

Q- WHAT is THE SIGNIFICANCE OF SUCH COST CHANGES?

It means that the value of the FVRB could be larger or smaller than the value of

the OCRB and thus prices for utility services paid by ratepayers when the market-

based ROR is multiplied by a FVRB could be higher or lower than rates paid by

application of a market-based ROR to an OCRB. with application of a market-
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I
based ROR to an OCRB, if subsequent changes in costs have increased or

decreased the current value of the property, the earnings requirement would not

change.

Q-

I

As AN ECONOMIST, Is IT APPROPRIATE TO DETERMINE THE

EARNINGS REQUIREMENT BY MULTIPLYING THE MARKET-BASED

ROR TIMES AN OCRB AND THEN SOLVING FOR A ROR THAT,

WHEN APPLIED TO THE FVRB, PRODUCES THE SAME DOLLAR

LEVEL OF EARNINGS?

I

I

I

No, it is not. I will call that method the "OCRB-earnings method" because it

adopts earnings based on an OCRB even though FVRB is recognized in setting

rates. To use the OCRB-eamings method would in fact mean that the OCRB is

actually being used to set prices for utility services when Arizona courts have

disapproved of the use of an OCRB to determine such prices. The Arizona courts

have stated that prices set for utility services should be based on providing a fair

rate of return on FVRB - the current value of the utility's property. Limiting a

utility's earnings to a dollar return on its OCRB would violate this principle, and

effectively adopt the "prudent investment" approach that was disapproved in

Simms.

Moreover, if the FVRB has increased in value and the OCRB-earnings

method is used to restate the ROR, it could produce an overall ROR that is less

than the cost of debt. Such an outcome would not produce a cost of equity that is

based on substantial evidence and may be confiscatory under Arizona's rate-

setting requirements.

I
I

1

2

3

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- DR. ZEPP, YOU ARE AN ECONOMIST BY TRAINING, AND WHILE

YOU HAVE TESTIFIED ON MANY OCCASIONS ON THE COST OF

CAPITAL AND OTHER RATEMAKING ISSUES, YOU ARE NOT AN
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|

ATTORNEY. ARE YOU PRESENTING A LEGAL OPINION?

I

I

No, that is not my intention. As I have stated, I have reviewed and analyzed, as an

economist, several U.S. Supreme Court and Arizona appellate decisions, including

Bluefeld Waterworks, Hope, Simms, and US West. My testimony is based on what

the courts have stated in those decisions, which is why I have quoted from them

extensively. Based on the courts' statements, the regulatory framework appears to

be clear. As a professional economist with experience in ratemaking and other

types of proceedings involving utilities, I believe I am capable of reviewing and

discussing court decisions that pertain to ratemaking principles. In fact, I often

review court decisions as well as decisions of regulatory commissions in order to

follow changes and developments affecting regulated industries. In many states,

including Arizona, commissioners are not required to be attorneys, and yet they

must deal with these sorts of legal concepts and requirements. However, if there

are other court decisions that I have overlooked or omitted, which contradict the

discussion in Simms or US West about the use of the "fair value" of a utility's

property to set rates, for example, I stand to be corrected.

I IV.

Q-I
GENERAL RISKS OF WATER UTILITY STOCKS

As A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLES OF

UTILITIES you HAVE USED IN YOUR DCF ANALYSIS.

I
I

I

1

2 A .

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20 A.

21

22

23

24

25

26

My sample of water utilities is composed of American States Water, California

Water Service Group, Philadelphia Suburban Corp. and SJW Corp. These four

water utilities are all of the water utilities the Commission's Utilities Division Staff

("Staff') relied upon to determine DCF equity costs in the Green Valley Water

Company case(Docket No. W-02025A-01-0559, Schedule JMR-5, dated February

ll, 2002) that have more than 60% of their revenues from water utility operations,

are not currently being acquired and are not likely acquisition candidates. Table l
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I
I

lists percentages of operating revenues and bond ratings for these four water

utilities (as well as the utilities in the Staff sample I have not included in my

analysis) and the common equity ratios for Arizona-American and the four utilities

I adopt to make equity cost estimates.

I Q-

I
PLEASE ELABORATE ON THE REASONS YOU HAVE NOT INCLUDED

THE OTHER FOUR WATER UTILITIES IN THE SAMPLE YOU USED

TO MAKE DCF EQUITY COST ESTIMATES?

I
I
I

I

1

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

I have not included American Water Works in my sample because it has entered

into an agreement under which its stock is being acquired by RWE AG, a German

provider of utility and other industrial services, at a price premium of 35% over the

price at the time of the announcement. Shares of stock for American Water Works

trade primarily on the expected timing of completion of the merger, not the cost of

equity. Southwest Water was excluded because C. A. Turner Utility Reports lists

its percentage of water utility revenues at only 42%. Middlesex Water Company

and Connecticut Water Service appear to be acquisition targets and thus it is

difficult to estimate their equity costs with the traditional DCF model.

Table 2 reports premiums water utility investors have received, or in the

case of American Water Works, have been proposed to receive, at the time

mergers or acquisitions were completed. Those premiums have ranged from 35%

to 59% and have averaged 45%. Value Line has advised investors to expect such

acquisitions and mergers to continue and to expect prices from an acquisition to be

as much as four times book value. See Value Line Investment Surveys dated May

3, 2002 at page 1420 and dated August 6,1999 at page 1405 (copies attached). As

a result, it is reasonable to expect that investors holding water utility stocks have

bid up prices to reflect the probability they will receive premiums in the future. If

prices have been bid up in expectation of receiving such premiums, dividend
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I
yields will be reduced to a level lower than would occur if investors did not expect

such premiums to be paid. Consequently, mechanical application of the traditional

DCF model will understate the cost of equity.

Potential acquisition/merger candidates are expected to have had relatively

large increases in stock prices. Based on that criteria, I have excluded Connecticut

Water Service and Middlesex Water from my primary DCF equity cost estimates.

Those two companies have experienced increases in common stock prices that are

substantially above the increases in prices for other water utility stocks and thus

appear to be acquisition or merger candidates. As part of my analysis below,

however, I do compute a range of equity costs for Connecticut Water Service and

Middlesex Water with an alternative version of the model underlying the DCF

model.

Q- YOU ALSO ANALYZE ANY OTHER COMPANIES IN

DEVELOPING YOUR RECOMMENDED COST OF EQUITY?

DID

Yes, I also evaluated a group of seven natural gas utilities whose stock is publicly

traded. This analysis provides another useful equity cost benchmark, which is

necessary given the small size of the water utility sample group.

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 A .

16

17

18

19

20 A .

21

22

23

24

25

26

Q- How DID YOU DETERMINE THE SAMPLE OF GAS UTILITIES YOU

USED To COMPUTE YOUR OTHER DCF EQUITY COST ESTIMATES?

Table 3 reports the seven gas utilities that I have relied on to supplement my

analysis. The utilities in the gas utilities sample are all of the gas utilities relied

upon by Staff to determine equity costs in Black Mountain Gas Company, Docket

No. G_03703A-01-0263, that have at least 60% of their revenues from gas

operations (as reported by C. A. Turner Utility Reports), are not being investigated

for fraud, are not gas producers and have at least one bond rating of A or better

published by Moody's or S&P. Table 3 also lists the gas utilities from the Staff

l
I
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I Q- HOW DCES THE LEVEL OF RISK FACED BY GAS AND WATER

UTILITIES COMPARE?

I

I

Q. IS THERE OTHER EVIDENCE THAT SUGGESTS THE FINANCIAL

COMMUNITY REGARDS THE RISK OF WATER UTILITIES AND GAS

UTILITIES To BE SIMILAR?

l sample I did not include in my sample and reasons I did not include them in my

2 analysis.'

3

4

5 A. When making comparisons between risks of water utilities and gas utilities,

6 investors recognize that all utilities face the risk that regulators may disallow

7 investments they have made and expenses they incur. That is an unavoidable risk

8 of regulation. The other types of risks facing gas utilities and water utilities do

9 differ in certain respects. It is possible, however, to compare two "bottom-line"

10 measures of risk for an average gas utility with comparable measures of risk for

l l the average water utility. That comparison is presented in Table 4. The first

12 measure of risk is beta, the risk measure in the CAPM. The beta provides a

13 measure of the risk of holding a stock in a diversified portfolio. The larger the

14 beta, the higher the risk. For purposes of this table,Value Lineestimates of betas

15 are presented. The second measure of risk is Value Line's Safety Rank. This

16 measure of risk is the risk an investor has if he/she holds an individual stock

17 instead of holding that stock as part of a diversified portfolio. The larger the

18 Safety Rank, the higher the risk. Based on those measures of risk, gas and water

19 utilities have approximately the same level of risk.

20

21

22

23 A. Yes. In its June 21, 1999 Utilities & Perspectives, Standard & Poor's ("S&P")

24 announced that it "has created a single set of financial targets that can be applied

25 1 I have excluded NICOR from the sample because it is currently under investigation for
fraud and its stock price dropped significantly in response to that announcement, to avoid
over-stating the dividend yield in the DCF analysis.26
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across the different utility segments." It now has "four principal financial targets

that it uses to analyze credit quality of all investor-owned electric, natural gas, and

water utilities in the U.S." S&P Utilities & Perspectives, June 21, 1999, Vol. 6,

No. 25, page 2. Past separate targets for water utilities are gone. This decision by

S&P, together with the evidence on beta risk and Safety Ranks in Table 4,

provides support for using equity costs derived from data for samples of gas

utilities to make other estimates of the cost of equity for water utilities equal in risk

to those in the sample in Table 1.

Q_ HAVE YOU ASSUMED THAT THE UTILITIES IN THE WATER AND

GAS UTILITIES SAMPLES REQUIRE THE SAME ROEs?

No. Even though current evidence indicates the utilities in my water utilities

sample and gas utilities sample have approximately the same level of risk, I reduce

the estimated equity costs for the gas utilities by 50 basis points, based on my

judgment, to provide a conservative adjustment for potential differences in risk of

the gas utilities' sample and the water utilities' sample.

1

2

3

4

5

6

7

8

9

10

11 A .

12

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

Q- IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT

HAS TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND

FEDERAL WATER QUALITY STANDARDS?

Yes. Expected or unexpected requirements for additional capital spending means

water utilities have to request rate increases more often and seek larger percentage

increases in order to maintain fair rates of return. Regulatory procedures are

expensive, time consuming, increase uncertainty, and raise doubts in investor

minds that regulators will authorize high enough prices and/or price adjustment

mechanisms to enable the water utilities to earn fair rates of return. This increases

uncertainty about future returns and thus increases risk.

Also, investors may be concerned that regulators may delay inclusion of
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new plant in rate base or not allow part of the dollars invested to be recovered. If

such investments are challenged and there is any chance that the Commission will

disallow part of the dollars invested or will delay recovery of the costs of those

investments, risk increases. From an investor's point of view, it is the potential for

such disallowances and delays in setting new rates that increases risk. If additional

investments were never required, there would be no potential disallowances,

delays or possible exclusions and thus investor concerns would never arise and risk

would not increase. With the need for increased investments, uncertainty arises

and the risk increases.

Q- HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS

ON THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES?

Yes, I have. In the past, I conducted a study of expected differences in bond costs

and common equity costs that faced utilities with different financing requirements.

I found that utilities with above average financing requirements required an ROE

that was approximately 80 basis points higher than was required by other utilities.

Higher financing requirements pushed up bond costs, too.

Q- DOES UNCERTAINTY WITH RESPECT TO WEATHER INCREASE

RISK?

I
Yes. If it is too wet or if it is too dry, water utilities cannot expect to recover all of

their fixed costs. If it is too wet, sales of water decrease and fixed costs expected

to be collected in commodity charges are not received. If it is very dry, there may

be forced or voluntary conservation and reductions in supplies of water that reduce

potential sales. There is risk of unexpected cost increases and risk of full recovery

of fixed costs.

1

2

3

4

5

6

7

8

9

10

11

12 A .

13

14

15

16

17

18

19 A .

20

21

22

23

24

25

26

Q- Is ARIZONA-AMERICAN MORE RISKY THAN THE WATER

UTILITIES IN THE SAMPLE YOU HAVE USED To DETERMINE
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EQUITY COSTS?

Yes. Arizona-American has a number of factors that makes it more risky. It is

more leveraged than the four water utilities in the sample, must make larger,

uncertain investments to meet a new federal arsenic requirement and operates in a

state where historic test years instead of future test years are used to set rates.

These factors increase Arizona-American's risk and required ROE.

Q- WHAT is THE IMPACT OF LEVERAGE ON RISK?

Leverage increases risk. It is often useful to categorize risks into business risk and

financial risk. The more debt a firm has, the more financial risk it has. Business

risk is not affected by the amount of leverage, but if a firm has more debt and less

equity than another firm with the same amount of business risk, the more

leveraged firm will be more risky.

Q- DOES A FIRM'S COST OF EQUITY CHANGE WITH CHANGES IN

LEVERAGE?

I Yes. Financial principles indicate unequivocally that if two jinns have the same

level of business risk, the Hun with more debt has a higher cost of equity. In past

cases, witnesses for Staff and RUCO have recognized this fundamental finance

principle.

I Q. DOES ARIZONA-AMERICAN HAVE MORE LEVERAGE THAN THE

AVERAGE WATER UTILITY IN THE SAMPLE YOU HAVE ADOPTED

TO ESTIMATE DCF EQUITY COSTS?

Yes, it does. Table 1 shows Arizona-American's common equity ratio and the

average common equity ratio for the sample of water utilities I use to estimate the

cost of equity. Arizona-American is more highly leveraged.

1

2 A.

3

4

5

6

7

8 A .

9

10

11

12

13

14

15 A .

16

17

18

19

20

21

22 A.

23

24

25

26

Q. HAVE YOU PREPARED A TABLE TO SHOW HOW THE COST OF

EQUITY INCREASES As LEVERAGE INCREASES?
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Yes, Table 5 shows how the cost of equity increases as leverage increases. Based

on finance theory, I have assumed the overall incremental cost of capital stays the

same if a water utility takes on more financial risk than the average water utility

Arizona-American has an equity ratio of approximately 40% supporting its

operations. That 40% equity ratio compares to the average for the sample water

utilities of 50%. Table 5 indicates that with an equity ratio of 40% the cost of

equity for a water utility is expected to be 80 to 90 basis points higher than it is for

the average utility in the water utilities sample I use to determine DCF equity

costs.

Q- BASED ON A CONSIDERATION OF FINANCIAL RISK, DOES

ARIZONA-AMERICAN REQUIRE A HIGHER ROE THAN THE WATER

UTILITIES IN YOUR WATER UTILITIES SAMPLE?

Yes, it does. In past cases, Staff has recognized that additional financial risk

justifies a higher than average ROE. Table 5 shows that the additional financial

risk of Arizona-American justifies a risk premium of 80 to 90 basis points. To be

conservative, however, I recommend adding only 60 basis points to recognize

Arizona-American's additional financial risk.

Q- PLEASE TURN To YOUR COMMENTS ABOUT BUSINESS RISK. DOES

ARIZONA-AMERICAN HAVE LARGER AND MORE UNCERTAIN

INVESTMENT REQUIREMENTS THAN WATER UTILITIES NOT

OPERATING IN ARIZONA?

I
I
I
I
I Yes. A particular concern in Arizona is the federal government's revision of the

2 The basis for this theory goes back to Franco Modihanl and Melton Miller,
Investment

1 A.

2

3

4

5

6

7

8

9

10

11

12

13 A.

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

"The Cost
of Capital, Corporation Finance, and the Theory o ," American Economic
Review, 48 No. 3 (June 1958), 261-297. Based on this theory, within a reasonable range
of common equity ratios, "leverage may not matter" and thus the incremental total cost of
capital will stay the same as leverage increases but common costs will increase.
The analysis in Table 5 assumes
ratepayers.

e<.)city
any tax-savings benefits of dh t are passed through to
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arsenic drinking water standard from 50 PPB to 10 PPB. Arsenic is naturally

occurring and is very prevalent in the southwester region of the United States.

From a risk standpoint, this new regulation will have a much greater impact on

water companies in Arizona than on water utilities operating in other parts of the

country where arsenic is not a major concern. The utilities in the water utilities

sample used to make the benchmark DCF equity cost estimates do not face the

same level of exposure to this risk as do companies in Arizona. Thus, this new

federal requirement increases Arizona-American's risk when compared to the

water utilities in Table l. With the more stringent arsenic requirement, Arizona-

American faces all of the risk that flows from having to make substantial new

investments to meet the EPA requirements. Above, I explained that when a utility

must make larger investments than other utilities, it becomes more risky.

Undoubtedly, Arizona-American will need to make relatively more investments to

meet the arsenic MCL than the utilities in Table l and thus it is more risky.

I Q- DOES BUSINESS RISK INCREASE FOR OTHER REASONS?

I

I

Yes. Risk also increases because Arizona-American's rates are set based on an

historical test period, with limited post test period adjustments. However, rate

relief must be requested prior to investments being made, if the utility is to recover

all of its costs. If such investments and operating costs are not recognized for

Arizona-American because of a strict adherence to an historical test period, the

uncertainty of the Company making its authorized ROE will increase substantially.

I Q- HAVE YOU ADJUSTED YOUR ESTIMATES OF EQUITY COSTS MADE

FOR UTILITIES IN YOUR WATER UTILITIES SAMPLE TO REFLECT

ARIZONA-AMERICAN'S GREATER BUSINESS RISKS?

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16 A .

17

18

19

20

21

22

23

24

25 A.

26

No, I have not. It is my understanding that Staff has refused to adjust

recommended ROEs to recognize that water utilities in Arizona have the added
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business risks I have identified above. Thus, to eliminate an issue and to be

conservative, I have not included a risk premium for such added business risks in

my recommended ROE.

Q~ DOES ARIZONA-AMERICAN REQUIRE A RISK PREMIUM ABOVE

EQUITY COSTS FOR WATER UTILITIES IN YOUR SAMPLE?

Yes. Considerations of financial risk alone justify an adder for Arizona-American

of more than 60 basis points and thus it is a eonseivative measure of the risk

premium that Arizona-American requires .

DCF ANALYSES

DO YOU HAVE ANY GENERAL OBSERVATIONS ABOUT FINANCIAL

CONDITIONS AND FORECASTS THAT PROVIDE PERSPECTIVE

ABOUT THE COST OF EQUITY NOW FACED BY ARIZONA-

AMERICAN?

Yes. Table 6 shows that, with the exception of 2000, interest rates for Baa

corporate bonds are forecasted to be higher than they were in every year since

1996. Although current yield for Baa bonds of 7.84% is within the range that

prevailed from 1996 to 2001, a consensus of institutional forecasts complied by

Blue Chip indicates Baa rates are expected to increase to 8.1% by early 2003 and

up to 8.2% in 2004. To the extent that changes in interest rates reflect changes in

costs of equity for Arizona-American, the Company's current cost of equity is no

lower today than it was during the last six years.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

1

2

3

4

5

6 A.

7

8

9 v .

10 Q.

11

12

13

14 A .

15

16

17

18

19

20

21

22

23 A .

24

25

26

Q- DO YOU HAVE ANY OTHER GENERAL OBSERVATIONS?

Yes. As shown in Table 7, authorized ROEs for larger Arizona water, sewer and

gas utilities (prior to the ROE award for Arizona Water Company's Northern

Group in December 2001) fell in a range of 10.5% to 12.0% when Baa rates fell in

a range of 7.22% to 8.37%. Also during the period 1997 to 1999, when Baa rates

I
I
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I
I
I
I Q- WAIT A MINUTE. STAFF HAS ARGUED THAT AUTHORIZED ROEs

SHOULD BE SET AT LOWER RATES TODAY THAN IN THE PAST.

ARE THERE ANY GENERAL CHANGES IN CREDIT CONDITIONS

THAT INDICATE THE COST OF EQUITY Is LOWER TODAY THAN IN

THE PERIOD1996 TO NOVEMBER 2001?

I
I
I
I
I

I
Q- PLEASE PROVIDE AN OVERVIEW OF YOUR APPROACH TO THE

DETERMINATIQN OF DCF EQUITY COST ESTIMATES.

I
I

1 fell in a range of 7.22% to 7.88%, evidence supporting an appropriate ROE for

2 Paradise Valley Water (now Arizona-American)3 was presented, considered and

3 reconsidered, and the Commission authorized a ROE of 11%. The equity cost

4 estimates I present below are consistent with current and forecasted Baa rates

5 being the same or slightly higher than rates prevailing when the 11% ROE for

6 Paradise Valley Water was established and the 10.5% to 12.0% range of ROEs

7 shown in Table 7 were authorized for other Arizona water, sewer and gas utilities.

8

9

10

11

12

13 A. No. Interest rates are not lower. And, if anything, the stock market is more

14 volatile and more risky. Recent Staff recommendations to set authorized ROEs at

15 much lower levels than in the past are not the result of changes in interest rates or a

16 reduction in the risk faced by Arizona utilities. Instead, they are the result of

17 changes in the methods, opinions and assumptions now being used by Staff to

18 estimate equity costs.

19

20

21 A. An ROE for Arizona-American that is fair to ratepayers, allows Arizona-American

22 to attract capital on reasonable terms, and maintain its financial integrity is

23 Arizona-American's cost of equity. As I explained above, that return should be

24 commensurate with returns investors expect to am on investments of comparable

25 risk. To estimate that cost of equity, the analyst requires market data that reveal

26 Paradise Valley Water's name was changed in 2001 to Arizona-American.3
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investors' required returns, but such data are not available for Arizona-American.

There is no "pure play" company that is perfectly comparable to Arizona-

American. The water utilities in Table 1, however, provide the same service and

thus provide a useful starting point in the determination of Arizona-American's

cost of equity. As shown in Table 4, the utilities in the gas utilities sample used to

make additional equity cost estimates have beta risk and Safety Ranks comparable

to the sample water utilities and thus equity costs based on that gas utility sample

also provides another useful equity cost benchmark.

As explained above, Arizona-American is more risky than the sample water

utilities and gas utilities because it is more leveraged than the companies in Table

l. In this section of my testimony, I determine average equity costs for the two

utility samples based on the DCF model. I also provide a check on that range of

equity cost estimates by computing internal rates of return for Middlesex Water

and Connecticut Water Service that are consistent with market data and reasonable

expected premiums if those utilities are acquired or in mergers. Arizona-

American's equity cost is higher than those benchmark estimates because it is

more risky and thus I add 60 basis points to those equity cost estimates to

determine the cost of equity for Arizona-American.

I Q- PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST

OF EQUITY.I
I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A.

22

23

24

25

26

The DCF model computes the cost of equity as the sum of an expected dividend

yield ("D,/P0") and expected dividend growth ("g"). The expected dividend yield

is computed as the ratio of next period's expected dividend ("DI") divided by the

current stock price ("PT"). Generally, the constant growth model is computed with

formula (1) or (2) :

(1) Equity Cost =
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(2) Equity Cost - D1/P0 +  g

where DO P0 is the current dividend yield and D1/P0 is found by increasing the

current yield by the growth rate. The DCF model is derived from the valuation

model shown in equation 3 below:

(3) P0 D,/(1+k) + D2/(1+k)2+ ... + D,,/(1+k)",

or, alternatively,

(4) P0 = D1/(1+k) + D2/(l+k)2 E(P2)/(1+k)2,

where, if no premium price is expected,

(5) E(P2) .-- D3/(l+k) + D4/(1+k)2+ .. _ + D,,/(1+k)",

and where k is the cost of equity, n is a large number, P0 is the current stock price,

DI, DO, ... Dr are the cash flows expected to be received in periods 1, 2, ... n,

respectively. In the case of an expected acquisition or merger, P, is the price the

investor expects to receive at the end of the second period (be it cash or the value

of securities offered in a merger).

+

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18 A .

19

20

21

22

23

24

25

26

Q- DO YOU HAVE ANY SPECIAL CONCERNS W ITH USING THE DCF

MODEL TO ESTIMATE EQUITY COSTS FOR WATER UTILITIES AT

THIS TIME?

Yes. If investors believe a water utility is a potential merger/acquisition candidate,

its stock price will increase to reflect the probability and value expected from the

merger/acquisition. Table 2 reports premiums investors have recently received or

expect to receive from mergers and acquisitions have been in a range of 35% to

59%. With reference to equation (4) above, if investors expect similar premiums

for a water utility, the current price (PO) will be bid up to reflect the expected price

from the acquisition, E(P2), instead of the stream of future cash flows shown in

equation (5). In such a situation, investors do not expect a simple pattern of

growth in cash flows. Therefore, the constant growth DCF model no longer

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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applies, and mechanical application of the constant growth DCF model will

understate the cost of equity.

I
I

Q- GIVEN YOUR CONCERNS WITH MARKET PRICES FOR WATER

UTILITY STOCKS REFLECTING POTENTIAL FUTURE PREMIUMS

FROM MERGERS, HOW HAVE YOU PROCEEDED IN THIS CASE?

I
I
I
I
I
I
I
I

Initially, I use data for the four water utilities in Table 1 and data for the gas

utilities in Table 3 to make DCF equity cost estimates with equation (2). Because

all water utilities may have prices somewhat biased upward as investors bid up

prices in anticipation of the next, currently unknown, acquisition offer, the DCF

equity cost estimate for the comparable risk gas utilities becomes very important in

my considerations. I also use equation (4) -- which is essentially the DCF model

written in a different way - to solve for the cost of equity ("k") as an internal rate

of return that equates the current price investors are willing to pay for Middlesex

Water and Connecticut Water Service with current dividends, initial and longer-

term estimates of dividend growth, and a range of premiums investors could

reasonably expect from future sales of those companies. As explained above, I

singled out Middlesex Water and Connecticut Water Service from the other water

utilities based on the relatively high price increases investors have paid for the

stocks of those companies in the last 3 years.

I Q- WHAT WATER UTILITY SAMPLE HAVE YOU USED To MAKE YOUR

BENCHMARK DCF EQUITY COST ESTIMATES?

I
I

stated,

I

1

2

3

4

5

6 A.

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22 A.

23

24

25

26

I use the sample composed of American States Water, California Water Service,

Philadelphia Suburban Corporation and SJW Corp. As these four

companies are all of the water utilities relied upon by Staff in it estimates of DCF

equity costs in the Green Valley Water Company case in February 2002 that have

more than 60% of their revenues coming from water utility operations, are not
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currently involved in merger transactions and are not likely acquisition candidates.

My DCF equity cost range for this sample is reported in Table 13.

Q. HOW DID YOU COMPUTE CURRENT DIVIDEND YIELDS?

A.

I

I

1

2

3

4

5

6

7

8

9

10

The current dividend yield ("D0/P0") is computed as the average of the highest and

lowest dividend yields during two periods ending in July 2002. The value for D0 is

computed as the sum of the current indicated quarterly dividend and the three prior

quarterly dividends for each stock. The high and low prices used to compute the

dividend yields are found from data for the most recent 3-month and 12-month

periods. Estimates of current dividend yields (in equation 1, "DU/P0") are reported

in Table 8.

11 Q- HOW DID YOU ESTIMATE GROWTH RATES?

12 A.

13

14

15

16

17

I
I
I
I
I 18

19

In estimating growth rates, I assume investors rely upon an average of analysts'

forecasts of future sustainable growth and forecasts of future EPS growth when

they font their opinions about future expected growth prospects. To the extent

that past DPS and EPS growth provide an indication of future growth prospects,

analysts take such past information into account when they form their forecasts of

the future.4 Once such growth estimates are made, investors buy or sell shares of

the stocks until the expected return from the dividend yields plus the growth

projections equal the investors' discount rate.

20 Q- WHAT DO YOU MEAN BY THE "INVESTORS' DISCOUNT RATE"?

21

I 22

23 provides a

24

25

4 This statement is consistent with an empirical study conducted by David A. Gordon,
Myron J. Gordon and Lawrence I. Gould "Choice Among Methods of Share Yield,"
Journal of Portfo1io Management (Spring 1989), pp. 50-55. They found that a consensus
of analysts' forecasts of earnings per share for the next five years p more
accurate estimate of growth required in the DCF model than 3 dl fervent historical
measures of growth. They explain that this result makes sense because analysts would
take into account such past growth as indicators of future growth as well as any new
information. As a result, one should expect analysts' forecasts of growth to be superior
measures of growth required by the DCF model.I

I
26
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By "investors' discount rate" I mean the discount rate that is relevant for the

particular stock for the investors who last bought and sold it.5 It is the discount

rate that will just make the present value of all expected future cash distributions to

those investors equal to the market price for a share of stock. That discount rate is

also the cost of equity. It is the discount rate where the supply of shares of the

stock equal the demand for shares of the stock.

Q- WHAT Is SUSTAINABLE GROWTH?

Sustainable growth is a useful indicator of DCF growth that can continue for a

relatively long future period of time. Generally, it is derived by combining

expected growth from future internal sources (retained earnings) and expected

future growth from external sources (sales of common stock above book value).
I
I Q- HAS THIS MEASURE OF DCF GROWTH BEEN DISCUSSED IN THE

FINANCE LITERATURE?

I
I

Yes, it has. Myron Gordon is sometimes called the father of the DCF model. In

his 1974 book,(' Gordon explains that sustainable growth can be expected to come

from two sources: from retained earnings ("BR" growth) and from sales of

common stock when prices exceed book value ("VS" growth) in the following

formula:

g = BR + VS,

whereI
I

1 A .

2

3

4

5

6

7

8 A ,

9

10

11

12

13

14 A.

15

16

17

18

19

20

21

22

23

24

25

g

B

sustainable growth,

the retention ratio,7

5 These investors are called the "marginal" investors. Other investors, not on the margin,
may have higher discount rates and t us do not buy the stock or lower discount rates and
thus retain their positions in the stock.

6 M. J. Gordon, The Cost of Capital to a Public Utility(Michigan State University, 1974) .

26 7 The retention ratio is computed as (1 - the ratio of dividends divided by earnings).
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I
Q. HOW DO YOU ESTIMATE EXPECTED BR GROWTH?

I

I
I
I

Q- HAVE YOU ESTIMATED vs GROWTH FOR THE SAMPLE WATER

UTILITIES?

1 the expected rate of return on common equity,

2 1 - (book value/market value), and

3 the fraction of new common equity investors expect a water utility to

4 raise from selling more common stock.

5 Gordon explains why VS growth can be expected when market prices exceed book

6 value but why VS growth is not expected to come into play when market prices are

7 below book values.

8

9 A. It is investors' expectations of what the retention ratio ("B") and the expected

10 return on common equity ("R") will be in the future which determine this portion

l l of expected sustainable growth. Multiplying B times R gives the estimate of future

la sustainable growth from retained earnings. Investors look for measures of future

13 growth when pricing stocks. I have used Value Line projections of future returns

14 on equity, future dividends per share and future earnings per share to make the

l5 forecasts of BR growth when they were available. This information is probably the

16 most widely available source of forecasted earnings and retention ratios available

17 to investors. For SJW Corp, I have based my estimate of BR growth on an average

18 of historical data because Value Line forecasts are not available. The estimates of

19 BR growth for each of the sample water utilities and the sample average are

20 reported in Table 9.

21

22

23 A. Yes. My estimates of VS growth for the sample of water utilities are presented in

24 Table 10. Water utilities in the sample have sold stock at prices in excess of book

25 8 The averages are based on past DPS, EPS and ROEs for the period 1996 to 2000.
Retention ratios assume

26 comparable with the estimates or the other water utilities .
past growth in DPS and EPS continues for five years to be

l
I
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value in recent years and have thus achieved VS growth. Knowledgeable investors

would expect such VS growth in the future. Past history and available forecasts

indicate investors expect the water utilities in the sample to issue more shares of

stock over time. Thus, there will be a positive "S" in VS growth. Also, the

average current market-to-book ratio for the sample of water utility stocks is

approximately 2.0. Unless stock prices drop to less than half of their current

values, there will be a positive "V" for the foreseeable future.

Q. IN THE GREEN VALLEY WATER CASE, STAFF ARGUED THAT THE

FINANCIAL IMPLICATIONS OF A MARKET-TO-BOOK RATIO

GREATER THAN 1.0 Is THAT INVESTORS EXPECT THE SAMPLE

WATER UTILITIES To EARN BOOK RETURNS ON EQUITY GREATER

THAN THEIR COST OF EQUITY. DO YOU AGREE?

I

I

1

2

3

4

5

6

7

8

9

10

11

12

13 A .

14

15

16

17

18

19

20

21

22

23

24

25

26

No. There are a number of reasons investors may bid up market prices for stocks

above book values other than an expectation that a water utility will earn more

than its cost of equity. In testimony presented before the Oregon Public Utilities

Commission, Mr. John Thornton, who is now the Commission's Chief of the

Accounting and Rates Section, listed the following six reasons: (1) public utility

commissions do not issues orders simultaneously in all jurisdictions, (2) not all of

a company's earnings are regulated, (3) regulatory expenses, revenue and rate base

adjustments may cause accounting returns to differ from those calculated on a rate

case basis, (4) actual sales do not equal sales assumed in a rate case, (5) market

expected ROEs change frequently while rate-case authorized ROEs do not, and (6)

regulated subsidiaries constitute only a piece of a holding company pie.9 While I

agree with Mr. Thornton that those six factors may explain a market price being

9 Testimony filed by agency staff in Oregon Public Utility Commission case UM 903,
dated November 9, 1998.
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above book value even if investors expect the water utility to earn no more than its

cost of equity, there are at least four more obvious reasons.

Q- WHAT is THE SEVENTH REASON?

As discussed above, the Arizona Constitution and decisions by the Arizona courts

require rates and revenue requirements to be based on the fair value of the utility's

property at the time of inquiry, not an OCRB. Thus, it is clear that in Arizona, at

least, investors should expect that market prices for shares of common stock for

utilities that have a FVRB that is larger than the OCRB to exceed book values

even if the utility is eating no more than its cost of equity.

Q- LET'S TURN TO COMMON STOCKS IN YOUR SAMPLE THAT DO NOT

PRIMARILY  OPERATE IN  ARIZONA.  WHAT ABCUT THEM?

There are least three other reasons that market prices will exceed book values even

in states where OCRB is the basis for regulation. The eighth is based on the

concept of opportunity cost. Table ll shows earned ROEs, authorized ROES and

market-to-book ratios for companies C. A. Turner included in its water utility

category and market-to-book ratios for 721 industrial companies in what Value

Line calls its Industrial Composite. This table shows that the level of market-to-

book ratios for industrial companies provides another explanation why market-to-

book ratios for water utilities exceed 1.0 even though water utilities have, on

average, earned less than their costs of equity. Quite simply, as the composite

market-to-book ratio for industrial companies has increased, so has the market-to-

book ratio for water utilities, but by less. Investors take into account alternative

returns that can be made from investing in industrial stocks, i.e., opportunity costs,

as well as ROEs earned by water utilities.

1

2

3

4 A .

5

6

7

8

9

10
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12 A .

13

14
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22

23

24

25

26 A.

Q- WHAT Is  THE NINTH REASON?

It is that investors may expect a city or some other public entity to condemn all or
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Q, WHAT Is THE TENTH REASON?

1 part of a water utility and that the public entity will be required by a court to pay

2 the utility the fair market value for it. Water utilities typically have assets that

3 have a value based on reproduction cost new that exceed book value. I have

4 testified on the value of water utility properties and electric utility properties in

5 various court cases in California, Utah and Oregon. Based on my experience, in

6 situations where only a portion of the utility is being condemned, valuations based

7 on both reproduction cost new less depreciation and the income approach indicate

8 utility property has a value well in excess of book value. Investors would be aware

9 that courts can be expected to award potential condemnation values well in excess

10 of book values even if the utility ears no more than its cost of equity.

1 l

12 A. The tenth reason is based on investors recognizing merger and acquisition prices

13 reported in Table 2, that have been well above book values, can be expected if the

14 water utility is acquired. Three years ago, Value Line advised investors that those

15 acquisition prices could be as much as four times book value.l° With such

16 anticipated sale prices well above book values, a water utility would also be priced

17 above book value even if the water utility made no more than its cost of equity.

18 Naive arithmetic models may suggest market prices would not be above

19 book values unless investors expected water utilities to earn more than their costs

20 of equity. The ten reasons listed above explain why one should not be surprised to

21 find market prices exceed book values. Such naive models are too simple to

22 explain all of the things of importance to investors and why it is reasonable to

23 expect a positive value for "V" even if water utilities are expected to earn no more

24 than their costs of equity. If mechanically applied, such models would place

25

26

10 Value Linesaid, "Investors who hold shares of an acquisition target are poised to profit
handsomely, since some purchases have been for as much as four times book value."
Value Line Investment Survey,August 6,1999,page 1405 (copy attached).
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utilities at a disadvantage in competing for investment capital with industrials and

other unregulated companies, whose stock trades well above book value.

Q- IF YOU DID NOT INCLUDE AN ESTIMATE OF vs GROWTH IN YOUR

ESTIMATES OF SUSTAINABLE GROWTH, WOULD YOU HAVE TO

ADJUST YOUR EQUITY COST ESTIMATES?

Yes. If the sample water utilities are expected to issue more shares of common

stock in the future (i.e., "S" is expected to be positive), but VS growth is excluded

by the analyst, the exclusion of VS growth implies a hypothetical market price

equal to book value and thus the value for "V" would be zero. But if such a

hypothetical stock price is assumed for the sample water utilities, for consistency,

the hypothetical price should also be assumed to be equal to book value to

compute dividend yields. In that case, the hypothetical stock price would be lower

and the dividend yield would have to double. This increase in average dividend

yield (of about 350 basis points) would more than offset the elimination of VS

growth (of approximately 130 basis points). Therefore, if consistent assumptions

are made and only BR growth is recognized in the DCF analysis for water utilities,

the implied average cost of equity increases by more than 200 basis points.

Q. DO YOU ADVOCATE USING SUCH HYPOTHETICAL PRICES IN THE

DCF ANALYSIS?

No. A market-based cost of equity estimate should recognize VS growth and real

market prices. The evidence indicates that investors can realistically expect both

V and S to be positive, and thus stock prices (and dividend yields) already reflect

expected VS growth. If investors expect VS growth for the water utilities sample

and it is not recognized by the analyst, the analyst's estimate of the cost of equity

will be biased downward.
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ARIZONA-AMERICAN DOES NOT PLAN TO ISSUES SHARES OF

COMMON STOCK TO THE PUBLIC?

Yes. VS growth is part of the growth investors could reasonably expect for the

water utilities' sample being used to estimate the equity cost, it has nothing to do

with whether Arizona-American does or does not issue shares of common stock.

If investors expect VS growth for the water utilities sample and it is not recognized

in the estimate of sustainable growth, the cost of equity for the sample water

utilities will be understated. The inclusion of VS growth is required to obtain a

correct estimate of the cost of equity.

Q- WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

Combining the evidence on expected VS and BR growth rates, the estimate of total

sustainable growth is 7.4%. That value is developed in Table 9.
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Q- ARE THERE OTHER INDICATORS OF FUTURE GROWTH THAT

INVESTORS MAY RELY UPON WHEN PRICING SHARES OF WATER

UTILITY COMMON STOCKS?

Yes. Other estimates of forward-looking growth available to investors are

analysts' forecasts of future EPS growth. Table 12 shows estimates of future EPS

growth rates reported by First Call for American States Water and Philadelphia

Suburban as well as the analysts' average forecast for the water utility industry.

There are few analysts that follow water utility stocks, and even if there is a

reported five-year EPS forecast, it may be one made by a single analyst and thus is

not a consensus forecast. As a result, I have relied upon the industry average

forecast reported by First Call in my analysis instead of the limited data for the

companies. I have also considered Value Line's forecasts of EPS growth for the

water utilities for which those forecasts are available. The average of analysts'

forecasts and Value Line forecasts is 7.1% at this time, which is close to my 7.4%
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estimate of sustainable growth.

Q. HOW DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS

AND ESTIMATED FUTURE GROW TH TO MAKE YOUR DCF

ESTIMATE?

I adopted an average of my estimate of sustainable growth and analysts' forecasts

of growth to determine an overall average growth of 7.2%. I then used the

constant growth DCF model specified in equation (1) to compute the DCF equity

cost range for the water utilities sample. Table 13 shows the application of this

specification of the DCF model to determine the estimated equity cost of 11.1%

for the water utilities sample .

This estimate of the cost of equity for the water utilities sample, however,

understates Arizona-American's equity cost. As explained above, Arizona-

American is more leveraged and thus its cost of equity is at least 60 basis points

higher than the cost of equity for the typical water uti l i ty in the sample.

Recognizing the premium for this added risk, the information for the sample water

utilities indicates the cost of equity for Arizona-American is 11.7%.
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Q- DID YOU DEVELOP A SECOND ESTIMATE OF THE COST OF EQUITY

WITH THE DCF MODEL?

Yes. Another benchmark DCF estimate of the cost of equity was derived from

similar data and a comparable analysis for the sample of gas utilities in Table 3.

Table 4 shows the average gas utility in that sample has approximately the same

risk as the average utility in the water utilities sample. The utilities in the gas

utilities sample are all of the gas utilities relied upon by Staff to determine equity

costs in the Black Mountain Gas Company rate case, Docket No. G-03703A-01-

0263, that have at least 60% of their revenues from gas operations (as reported by

C. A. Turner Utility Reports), are not being investigated for fraud, are not a gas
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producer and have at least one bond rating of A or better published by Moody's or

S&P. To be conservative, I reduce the equity costs for the gas utilities sample by

50 basis points to detennine another estimate of the required ROE for a water

utility of risk comparable to the water utilities sample. I then add 60 basis points

to the adjusted equity cost estimate to determine another equity cost estimate for

Arizona-American.

Q- WHERE DID YOU CALCULATE DIVIDEND YIELDS FOR THE GAS

UTILITIES SAMPLE?

Table 14 shows the calculation of current dividend yields for the three-month and

the twelve-month periods ending in July 2002.

Q- WHAT is SHOWN IN TABLE 15?

Table 15 shows my calculations of BR growth based on Value Line forecasts for

utilities in the gas utilities sample, VS growth and average sustainable growth.

used the same method to compute BR growth for the gas utilities that I used to

compute BR growth for the utilities in the water utilities sample.

I

Q, WHERE DID YOU DEVELOP THE ESTIMATES OF vs GROWTH?

In Table 16. Because the gas utilities are not expected to issue as many shares of

common stock as the utilities in the water utilities sample and have lower market-

to-book ratios, the estimated VS growth is smaller than it is for the water utilities.

Q, WHAT Is YOUR ESTIMATE OF AVERAGE SUSTAINABLE GROWTH?

5.9%. That growth rate for the gas utilities is developed in Table 15.
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Q- HAVE YOU ALSO EXAMINED ANALYSTS' FORECASTS OF FUTURE

EPS GROWTH?

Yes, I have. Analysts' forecasts of EPS growth for the next five years are

available to investors from a number of sources. Table 17 shows averages of

analysts' forecasts as reported by First Call as well as forecasts published by

l ENNEMORE CRAIG
A PROFESSIONAL CORPORATION

PHOENIX
35



Value Line. The average of those forecasts is6.4%.

Q. WHERE DO YOU REPORT THE RESULTS OF YOUR DCF ANALYSIS

FOR THE GAS UTILITIES?

Table 18 reports the results of the DCF analysis for the gas utilities sample. In

making these estimates, have adopted a growth rate of 6.1%, the average of the

estimates of sustainable growth and analysts' forecasts of growth. To determine

the equity cost that is a proxy for the cost of equity of the water utilities sample, I

reduced the equity cost estimates shown in Table 18 by 50 basis points, but then

add 60 basis points to reflect the higher financial risk of Arizona-American. These

data indicate that Arizona-American has an equity cost that falls in a range of

12.0% to l2.1%.
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Q- PLEASE TURN TO YOUR ANALYSIS OF EQUITY COSTS FOR

MIDDLESEX WATER AND CONNECTICUT WATER SERVICE. WHY

ARE YOU CONCERNED ABOUT INCLUDING THEM IN THE SAMPLE

YOU USE TO ESTIMATE EQUITY COSTS WITH A STANDARD DCF

MODEL?

I am concerned because a standard version of the constant growth DCF model

produces implausible equity cost estimates. The estimates are implausible because

they are below the cost of investment grade bonds. This can be seen by calculating

equity costs for them with data previously presented by Staff in the Green Valley

Water Company rate case. In that case, Staff estimated these companies would

have approximately 4% growth. Table 19 shows the range of prices paid for

shares of Connecticut Water Service and Middlesex Water during the last three

months. With average dividend yields of 3.28% and 3.84%, the constant growth

DCF model would indicate the equity cost for those companies would fall in a

range of 7.4% to 8.0%. Such an equity cost range is not credible when the market
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I
cost of investment grade bonds is currently 7.84% and is expected to rise to 82%.

See Table 6. Obviously, something else must be going on in the minds of

investors. Risk adverse investors would not bid up stock prices so high that they

expect a return from common stocks that is about the same as the return on lower

risk bonds.

Q. WHAT DID YOU DO?

I used a different approach to estimate a range of equity costs for Middlesex Water

and Connecticut Water Service based on evidence that indicates their stock prices

include an anticipated stock price premium resulting from either a future merger or

being acquired. Table 2 shows that from 1999 to the present, there have been a

number of mergers and acquisitions in which investors have received premiums of

between 35% and 59% at the time the merger/acquisition were concluded.

Between December 1998 and December 2001, re-invested returns for American

Water Works, American States Water, California Water and Philadelphia

Suburban increased by 32.3%. During that same period, Middlesex Water's

common shares provided a re-invested return of 59% and Connecticut Water

Service shares provided a re-invested return of 89%, increases that were 20% and

39%, respectively, higher than the average increases for other water utilities. The

obvious explanation for the above-average increases in common stock prices for

Connecticut Water Service and Middlesex Water is that investors expect them to

be acquired at a premium or receive favorable compensation from a merger similar

to those premiums received by the water utilities listed in Table 2.
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Q, is IT REASONABLE FOR INVESTORS TO EXPECT SUCH PREMIUMS?

Yes. As mentioned above, three years ago Value Line advised investors that

owners of water utilities that were acquired could receive premiums of as much as

four times book value. Value Line Investment Survey, August 6, 1999, page 1405
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I

(copy attached). More recently, Value Line has pointed out on numerous occasions

that the smaller water utilities are logical merger/acquisition candidates and that

such mergers are justified by potential cost savings, obtaining more customers and

greater geographical diversity. The cost savings are expected from economies of

scale, synergies and lower costs of financing that are available to larger firms. See

Value Line Investment Survey,May 3, 2002, page 1420 (copy attached).

Q~ HOW DID YOU ESTIMATE THE RANGE OF EQUITY COSTS FOR THE

TWO WATER UTILITIES?

I based my estimates on the version of the DCF model I have identified as

equation (4) above and assumed investors expect to receive a premium price when

the stock is sold. I compute that premium price by increasing the price that would

be computed with equation (5) by a potential range in premiums investors could

expect based on past premiums reported in Table 2. In order to determine the

equity cost, I solve for the internal rate of return that makes the expected cash

flows on the right-hand side of equation (4) equal to the price investors are willing

to pay today, P0 on the left-hand side of equation (4).

Q. WHAT Is SHOWN IN TABLE 19?

I

To avoid potential bias by choosing a "spot" price and to avoid potential criticism

by using an average price, I have computed the equity cost estimates assuming the

current price (PO) is either the highest or the lowest price during the last three

months. Table 19 also shows the price that would be paid to buy one share of

stock of each company at the highest and the lowest prices during the last 3

months and the dividends received from the two shares .

1

2

3

4

5

6

7

8

9 A.

10

11

12

13

14

15

16

17

18 A.

19

20

21

22

23

24

25 A.

26

Q- WHAT Is SHOWN IN TABLE 20?

Table 20 shows the results of my internal rate of return analysis. I do not know

exactly what premiums investors expect to receive when and if the stocks are
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acquired or the Company's merge and thus have made my analysis with ranges of

premiums and ranges of time in which the acquisition/merger is expected to occur.

I have assumed investors expect to receive a premium within the range of

premiums shown in Table 2 that owners of other water utilities received. I have

also assumed the acquisition/merger is expected to occur between two and three

years into the future.

Q- WHAT GROWTH RATES HAVE YOU ASSUMED?

I

There are no widely-available forecasts of DPS growth for either water utility.

Thus, for this analysis, I assume Middlesex Water and Connecticut Water Service

initially achieve the projected DPS growth Staff relied upon in the Green Valley

Water Company case, as reported in Staff Schedule JMR-4, and further assume

that rate of growth continues until the time of the merger. For the terminal growth

rate, I assume investors expect these utilities to realize the forecasted industry

average growth in EPS of 6.75% provided by First Call and reported in my Table

12.

Q~ GOING FROM LEFT TO RIGHT, PLEASE EXPLAIN EACH ENTRY ON

THE FIRST LINE OF TABLE 20.

I
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The first entry is the assumed initial growth in DPS of 3.l3%, the projected DPS

growth rate Staff relied upon in the Green Valley Water Company case. The

second entry is the terminal growth of 6.75%. It is used to detennine the terminal

price of the stock (see equation (5) above) that would occur if investors did not

expect a premium when the stock is sold. The third entry of 35% is the smallest

premium from Table 2. The fourth entry is the current dividend, in terms of the

DCF models presented above, it is Do. Because I have assumed one share of each

stock is owned at the beginning of the period, the combined dividend is $1.64.

The fifth entry is the number of years assumed before the merger or acquisition, in

IFENNEMORE CRAIG
A PROFESSIONAL CORPORATION

PHQENIX
39



I
I
I

this case a three-year period. The sixth entry is the outlay made at the start of the

period to buy one share of each stock. Entries 7, 8 and 9 are the positive cash

flows investors would expect to receive with the various assumptions. To be

conservative, all cash Hows are assumed to be received at the end of the years.

The final cash flow includes dividends for the year as well as the sale of the stock

at a 35% premium over what the price would have been if investors did not expect

to sell it at a premium. The final two entries are estimates of the cost of equity.

The first of the two is a trial equity cost value that I adjusted until it equaled the

internal rate of return computed from the indicated cash flows.

Q, WHAT DO YOU CONCLUDE FROM YOUR INTERNAL RATE OF

RETURN ANALYSIS?

I

I

I conclude that if investors expect premiums from the sale of these stocks that fall

within the range of premiums received in recent past mergers and acquisitions, and

if those investors also expect growth in dividends that I assumed, the average

equity cost for Middlesex Water and Connecticut Water Service falls in a range of

10.4% to l3.2%. These values, of course, depend upon the assumptions being

made. While I think the assumptions I have made are reasonable and consistent

with available evidence, I do not give this analysis the same weight I give my DCF

equity cost estimates. do note, however, that my estimated DCF equity cost

range for the water utilities sample of 11.1% to 11.5% falls well within the range

of 10.4% to 13.2% and thus this evidence on the cost of equity for Middlesex

Water and Connecticut Water Service is not inconsistent with my other DCF

estimates.
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VI.

Q-

RISK PREMIUM AND CAPM ANALYSES

DOES COMMON STOCK REQUIRE A RISK PREMIUM WHEN

COMPARED TO BONDS?
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I

Yes. There are legal, theoretical and empirical reasons common stock requires a

higher return than bonds. Debt payments take precedent over distributions to

common stock holders and thus a positive risk premium is expected when

determining Arizona-American's cost of equity. Such a risk premium combined

with a forward-looking estimate of the cost of debt provides the basis for a risk

premium estimate of the cost of equity.

Q- DO YOU EXPECT RISK PREMIUMS TO BE CONSTANT?

No. The theoretical work of Gordon and Halpern," and numerous empirical

studies, including a 1989 study by the staff of the Oregon Public Uti l i ty

Commission, a 1993 study by the staff of the Virginia State Corporation

Commission, and a 1997 decision of the California Public Utilities Commission

indicate that changes in the cost of equity, while moving in the same direction as

changes in interest rates, are generally smaller than associated changes in interest

rates. Thus, risk premiums change in the opposite direction to changes in interest

rates. In the past, I have conducted empirical studies for gas uti l i t ies,

telecommunications companies, and electric utilities which corroborate the Gordon

and Halpern theory.

Q, HOW Is THE BALANCE OF THIS SECTION OF YOUR TESTIMONY

ORGANIZED?

I
I
I
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I present three equity cost estimates that were made with the risk premium

approach. These approaches are based on the assumption that risk premiums

which have occurred in the past can be expected to continue into the future. Also,

to be complete and provide perspective, I present an estimate of the cost of equity

made with the CAPM that is based on updates of methods Staff has used in the

11 "Bond Share Yield Spreads Under Uncertain Inflation," American Economic Review,
66 4 (September 1976) 559-565.
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past to implement the model.

Q- PLEASE EXPLAIN YOUR FIRST RISK PREMIUM ANALYSIS.

I
I

The first analysis is presented in Table 21. Initially, I combined data on past

returns earned by water utilities12 and Baa corporate bond rates to determine the

past relationship between interest rates and realized returns for water utilities.

Panel A of Table 21 shows that realized ROEs for water utilities have decreased

I

I

I

less than yields on Baa corporate bonds.

Next, in this study and the second risk premium study, I assumed that ROEs

authorized by regulatory commissions provide, on average, unbiased estimates of

the cost of equity facing the utilities at different points in time. Every commission

decision will not provide every utility its cost of equity, but given the goals and

responsibilities of regulatory commissions, one should expect that, on average, the

cost of equity is awarded and thus the various commission determinations provide

an unbiased source of data to conduct the risk premium analysis. In Federal

Energy Regulatory Commission Docket No. ER93-465-000, et al., the Financial

Analysis Branch o f  F ERC also adopted state regulatory commission

determinations of authorized ROEs to detennine risk premiums for their cost of|

I
I
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equity analysis.

Data shown in Table 11 indicate that, on average, water utilities have

earned 88 basis points less than their authorized ROEs during the period 1991-

2001. For the analysis in Table 21, I made the conservative assumption that, on

average, costs of equity equal authorized ROEs and are 40 basis points higher than

realized ROES to compute the risk premiums.

Panel A shows that when Baa corporate bond rates dropped by 83 basis

12 The data were compiled by the Water and Natural Gas Branch of the California Public
Utilities Commission and are reported in Table 2-4 of its report in Application 01-10-028,
dated March 2002.
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points, ROEs dropped by 30 basis points and risk premiums increased by 53 basis

points. In relative terms, those changes mean that for every 100 basis point

decrease in the Baa bond rate," the risk premium has increased by 64 basis points.

Panel B of Table 20 takes the data for water utilities developed in Panel A

and combines it with a range of consensus forecasts of the Baa bond rates

compiled by Blue Chip in June 2002 for the period 2003 to 2004 to compute a

forecasted range of equity costs for a typical water utility. That range of

forecasted future Baa corporate bond rates combined with the past relationship

between Baa corporate rates and water utility ROEs indicates an estimated equity

cost of ll.4%. In July 2002, as reported in Table 6, the actual Baa/BBB utility

bond rate was 7.84%. With that current Baa/BBB bond rate, the indicated cost of

equity for a typical water utility is l l.3%.

Q- PLEASE EXPLAIN YOUR SECOND RISK PREMIUM ANALYSIS.
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A second risk premium analysis was made using data for gas distribution utilities.

As in the prior study, ROEs authorized by regulatory commissions for different

utilities at different points in time are assumed to equal, on average, the respective

costs of equity. My analysis was made with the following model:

A0 ( A, x Baa ),

where RP, is the risk premium computed by subtracting the measure of the interest

rate (Baa corporate bond rate) from the authorized ROE for the particular

commission decision, and A0 and A, are the parameters estimated with a statistical

regression. If - as expected -- risk premiums increase when interest rates fall, the

estimated slope (i.e., AI) will be negative.

The results of the regression are shown in Table 22. I used data for 454

13 For the last 25 years and 15 years, S&P's average BBB corporate bond rates have been
virtually the same as yields on Moody's Baa utility bonds, thus I use the term "Baa bond
rates" interchangeably.
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different litigated decisions during the period 1982 to 2002 to establish a database

for this analysis. The -.51 value for the "slope (AT)" coefficient means that as Baa

corporate bond rates fall, the risk premium goes up, The large t-statistic of -51.4

provides statistical support for a conclusion that risk premiums vary inversely with

interest rates. The regression result also indicates costs of equity for gas utilities

move in the same direction as changes in interest rates but change approximately

half as much as the cost of Baa bonds.

The results in Table 22 are used to estimate the range in which the cost of

equity for a typical water utility falls at this time. In making that estimate, as

before, I assumed that the cost of equity for a typical water utility is 50 basis points

less than the cost of equity for the typical gas utility. After removing 50 basis

points, the evidence in Table 22 indicates an equity cost range of 10.9% to 11.0%

for the water utilities sample. This evidence is used to estimate Arizona-

American's cost of equity by adding 60 basis points to the estimate of the cost of

equity for the water utilities sample to account for Arizona-American's additional

financial risk. That calculation indicates Arizona-American has a cost of equity

that falls in a range of 11.5% to l1.6%.

I Q- PLEASE DISCUSS YOUR THIRD RISK PREMIUM ANALYSIS?
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My third risk premium estimate is made from historical data on actual returns for

Moody's gas distribution utility stock index and Baa corporate bond rates for the

period 1954 to 2000 displayed in Table 23. In this analysis, I recognized that

while realized risk premiums over short periods may differ substantially from

investor expectations, over a long period such as 1954 to 2000, the average

difference between realized premiums and expected premiums is expected to

converge. Thus, the average of annual total market returns on the gas utility stock

index less the yield on Baa corporate bonds for the period provide data to derive an
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estimate of the average risk premium investors have demanded in the past.

Assuming investors require the same risk premium in the future as in the past, with

a forecasted range of 8.1% to 8.2% for Baa corporate bonds, the estimate of the

cost of equity for a typical gas distribution utility falls in the range of 11.8% to

11.9%. Again assuming a conservative 50 basis point difference between the

required ROE for gas and water utilities, the indicated cost of equity for a typical

large water utility falls in the range of 11.3% to 11.4% and Arizona-American's

equity cost falls ina rangeof 1 1.9% to l2.0%.

9 Q. HOW DID YOU CONDUCT YOUR CAPM ANALYSIS?

10 A.

11 +
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The capital asset pricing model is written as:

Equity cost = RF [3 x MRP,

where RF, [3 and MRP are discussed below.

There are a number of different ways to implement the CAPM. To be

conservative and to reduce controversy, I have implemented the model as was

done by Staff in the Green Valley Water Company rate case, with one exception.

The exception is my choice of a long-term Treasury security as the measure of the

"RF", the risk-free asset (i.e., an asset with a beta of zero). Staff adopted

intermediate-term Treasury securities as its measure of RF.14 The current yield, as

of July 25, 2002, on long-term Treasury bonds of 5.3% is adopted as the expected

20

21

22

23

24

25

14 Results of empirical studies of the CAPM and modification of the assumptions of the
original (Sharpe-Lintner) CAPMboth indicate the required return for the zero beta asset
is higher than the yield on long-term Treasury securities and even higher than the return
on intermediate-term Treasury notes or Treasury bills. The empirical results mean that
equity costs for low beta stocks (such as most utility stocks) will be under-estimated if an
asset with a relatively low return is adopted as the zero-beta asset. To be conservative, I
have adopted the return for the Treasury security with the highest published return. It
should be recognized, however, that my choice will bias downward quit cost estimates
for low beta stocks and thus my CAPM estimates are conservative. Sta" s choice of an
intermediate-tenn Treasury security return as the measure of RF will be even further
biased downward than my estimates.

26

IFENNE1V1ORE CRAIG
A PROFESSIONAL CORPORATIDN

PHOENIX
45



return for that long-term Treasury bond.

Q- WHAT DO YOU ADOPT AS YOUR ESTIMATE OF la?

1

2

3

4

5

6

7

8

9

A. Staff' s implementation of CAPM requires an estimate of 13, the beta-risk of the

typical water utility at issue. I have adopted an average of the betas reported by

Value Line in its Standard Edition for American States, California Water and

Philadelphia Suburban as my estimate of beta risk. These betas are widely

available and would be known by investors. They are reported in Table 4. An

average of these beta estimates is .6235

Q-

10

WHY HAVEN'T YOU CONSIDERED BETA ESTIMATES FOR THE

WATER UTILITIES IN VALUE LINE'S SMALL AND MID-CAP

EDITION?11

12 A.

13

14

15

16

17

18

19

20

21

Value Line publishes betas for Connecticut Water Service, Middlesex Water and

SJW Corp in its Small and Mid-Cap Edition (formerly the Expanded Edition). The

academic literature indicates, however, that those beta estimates will be biased

downward because they are estimated with weekly data. Smaller companies

typically have stocks that are not traded as often as larger stocks. Richard Roll

concluded, "trading infrequency seems to be a powerful cause of bias in [beta] risk

assessments with short-interval data. Rather severe bias is induced in daily data

and the bias is still large and significant with returns measured over intervals as

long as one month.16 Ibbotson Associates have reached the same conclusion and

have explained that for relatively small, thinly-traded stocks - such as Connecticut

22

23
15 The approach taken here recognizes that Value Line betas are probably the most widely
available estimates of betas available to investors. To the extent that investors consider
betas when pricing common stocks, it is assumed that this source of data is relied upon.

24

25
16 Richard Roll, "A Possible Explanation of the Small Firm Effect," October, 1980,
unpublished manuscript, Graduate School of Management University of California Los
Angeles.

26
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4.

Q, HOW YOU ESTIMATE THE EXPECTED MARKET RISK

PREMIUM?

DID

Q- WHAT Is YOUR ESTIMATED CAPM RANGE?

1 Water Service, Middlesex Water and SJW Corp -- superior estimates of betas can

2 be made with annual data instead of weekly data used by Value Line.17 Based on

3 this expected bias, I have excluded beta estimates for these small water utilities.

4

5

6 A. There are a number of ways the expected market risk premium, MRP, could be

7 estimated. Again, to be conservative and to reduce controversy, I used the

8 methods Staff adopted in the Green Valley Water rate case to estimate a range of

9 expected market risk premiums with updated data. One estimate of the MRP is the

10 long-term average market risk premium reported by Ibbotson Associates. Using

11 the long-term Treasury as the measure of RF, the most recent estimate of that long

12 tern average is 7.4% for the period 1926-2001 (2002 S881 Yearbook, Table 9-1).

13 Staff also made an estimate of the current expected MRP from projections

14 Value Line makes for the stocks it follows. As of July 19, 2002, Value Line's

15 projected return for an average stock was 17.7%. Backing out the estimate of the

16 long-term Treasury rate of 53%, the implied current market risk premium is

17 12.4%.18

18

19 A. That CAPM range for an average water utility is found as follows:

20

21

22 Arizona-American is more leveraged than these publicly-traded water utilities.

23 Adding 60 basis points to reflect the higher financial risk of Arizona-American,

24 17 Ibbotson Associates, Stocks, Bond, Bills, and Inflation Valuation Edition 2002
25 Yearbook,page 130.

26

Equity cost
9.9%

13.0%

RF
5.3%
5.3%

+
+
+

[3 X
.62 x
.62 x

MRP
7.4%
12.4%

18 The value of 17.7% is computed as (1.80)"(1/4)-1 plus 1.9% based on Value Line's
projections on July 19, 2002.
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I

I

I
1

the evidence for CAPM indicates the Company has an equity cost that falls in a

range of 10.5% to l3.6%. All of my equity cost estimates for Arizona-American

fall within this rather wide range and the mid-point of the CAPM range is above

the mid-point of my other equity cost estimates.

It is difficult to make equity cost estimates with the CAPM because there is

no "best" method to implement the model. And even with the limited choices

made here, the CAPM produces a wide equity cost range of 310 basis points. Had

other implementation methods been included in my analysis, the range would have

been larger. Because Staff has used CAPM in the past, I have presented this

CAPM estimate of the cost of equity for perspective, but give it no weight in my

determination of the cost of equity for Arizona-American.

VII.

Q-

SUMMARY AND CONCLUSIONS

HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR EQUITY

COST ESTIMATES?

Yes. The various equity cost estimates I made are summarized in Table 24.

Q- WHAT EQUITY RETURN DO YOU RECOMMEND THE Commission

APPROVE FOR ARIZONA-AMERICAN?I
I have determined that Arizona-American's cost of equity falls in a range of 11 .5%

to 12.1% if 60 basis points are added to benchmark equity costs to account for

Arizona-American being more leveraged than the water utilities sample. I

recommend the Commission authorize Arizona-American an equity return of no

less than 11.5%, the bottom of that range. That return together with a 40%/60%

equity/debt capital structure, discussed in Mr. Stephenson's direct testimony, and

Arizona-American's embedded cost of debt should be used to determine the fair

rate of return.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15 A .

16

17

18 A .

19

20

21

22

23

24

25

26 Q- SHOULD THIS FAIR ROR BE MULTIPLIED BY THE FVRB TO
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I

DETERMINE RATES FOR ARIZONA-AMERICAN?

I
I

Yes, it should be. As an economist reading the various Arizona court decisions,

the determination of the fair ROR and the FVRB should be independent of one

another. It is not appropriate to first determine the dollar return that would occur if

the ROR were multiplied by an OCRB and then solve for the ROR that produces

the same dollar return when multiplied by the FVRB. Such an approach would

effectively ignore the FVRB, and rely on the OCRB to set rates - an approach

Arizona courts have disapproved.I
Q- DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

Yes.I
I 135953311

I
I
I

I
I

l

2 A.

3

4

5

6

7

8

9

10 A .

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26
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Attachment 1

August 6, 1999 WATER UTILITY INDUSTRY 1405
Large companies in the Water Utility Industry

are continuing to benefit from long-term consoli-
dation trends. In addition, small- and medium-
sized water utilities are beginning to be acquired
by electric and energy utilities at handsome pre»
mums.

A cloud continues to hang over the industry as
tort litigation in California has many water utili-
ties edgy. Injuries rule against those local utilities,
the fallout could be costly.

Although water utility stocks are ranked to un-
derperform the market, they provide conservative
investors an opportunity to capture good yields
with less risk.

though no contract or law was breached) 'underway in
California. The plainti5's bar in that state has organized
and commenced tort lawsuits against several public and
private community watersystems for allegedly deliver-
ing contaminated water, although the companies claim
to be in full compliance with state and federal standards.
The possibility that judgments could be made against
water utilities even though they have broken no law is
disturbing for the industry. If these cases sumeed, the
potential fallout could be higher costs for water utilities
in order to defend these kinds of lawsuits, which could
occur in other states. Also, these companies may be
forced to pay large settlements. Fortunately for the
industry, the California Public Utilities Commission is
investigating the adequacy of existing drinking water
standards and has temporarily put a stop to judicial

proceedings.

sitions are the best way to accomplish thy; goal.
Meeting Government Regulations .

The Safe Drinking Water Act (SDWA), which was last
amended in 1996, has provided the basis for current
dNnldng water quality standards. It requires that the
Environmental Protection Agency work with state and
local authorities to select and test for Eve potential
contaminants every five years. The amended SDWA also
provided a $1 billion revolving loan fund to help local
communities to install and upgrade their treatment
.plants to remain in compliance with drinking water
purity standards. Water companies. spend anywhere
from 15% to 50% of their annual capital budgets to
remain 'm compliance with the SDWA. Many of the
companies made large 'investments to upgrade their
infrastructures earlier in the decade, so capital outlays
over the next3~ to 5-years should remain stable, or even
decline. The need to remain in compliance with the
SDWA is a primary driver for the present water utility
consolidation trend.5

F
i

L

Industry Consolidation
For the most part, water utilities stand as the last true

American monopoly. Water companies face little or no
competition for water services in a given locale because
the barriers to entry are very high. Consequently, large
companies looking for earnings growth find that aui-

so,
acquisitions help to diversify the larger company, allow-
ing it exposure to different geographic regions, which

' can be beliizlicial when one area of the country is
struggling. Takeover targets tend to welcome this ar-
rangement because they generally need the extra capital
to replace and upgrade existing water distribution net-
works, since a foot of pipe that cost $1 to install a
hundred years ago now costs approximately $100.

An interesting phenomenon in the Water Utility In-
dustry is the takeovers by energy companies and electric
utilities. Energy and electric. anilities have much in
common with water companies. All three groups plan for
capital investments 'm distribution systems, read
meters, bill customers, and deal heavily with regulators
and local laws. By acquiring small~ and medium-sized
water utilities, these companies are creating economies
of scale, while providing their shareholders with diver-
sity and steadier revenues. Investors who hold shares of
an acquisition target are poised to profit handsomely,
since some purchases have been for as much as four
times book value. This kind of capital-appreciation po-
tential is unusual for this industry which is marked by
slow growth and healthy yields.

Investment Advice
The water company stocks included in this review are

not timely for year-ahead investment. Conservative in-
vestors might, however; find those equities with attrac-
tive dividend-growth prospects and favorable Safety
ranks .a worthwhile investmeoth notwithstanding the
aforementioned litigation.

Joseph IEspaillat
Tort litigation

Most watggpompanies are keeping a watchful eye gn
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Attachment 2 .

May 3, 2002 WATER uTIuTy INDUSTRY 1420

utilities within its state. In the context of regulatory
diversity, American Water Works,American States Wd-
ter, and California Waler should benefit from having
operations outside of California over the near term.

I n f ras t ruc t u re  cos t s  i n  t he  W at e r  U t i l i t y  I ndus-
t r y  m a y  r i s e  d r a m a t i c a l l y  o v e r  t h e  c o m i n g  . 2 0
years.  As a resul t ,  larger companies are Purchas-
ing smi ler ones 'm an ef fort  to achieve economies
of scale.

Water Utility stocks are ranked to underperform
the market over the coming 12 months.

Large-scale foreign acquirers have been very inter-
ested in domestic waMrutilides over the past few years.
Germany-based RWE AG is expected to complete the
purchase of this country's largest investor~owned water -
utility; American WaterWorks,early next year. Foreign.
utilities are attracted to the stable political environmeNt
in the U.S. and vast consolidation opportunities. At
present, though, we expect the buying spree to mode:-
ate, as these acquirers digest their recent purchases and
contend with water-related issues in their home coun-
tries.

Industry Consolidation
Infrastructure costs in the Water Utility Industry will

likely rise considerably over the next 20 years. These
companies must maintain and upgrade their existing
systems continually in order to remain in compliance
with increasingly stringent rules issued by the Environ-
mental Protection Agency (EPA) and local regulators.
Many of the facilities and pipes that treat and transport
water were constructed over 100 years ago. The costs of
replacing those systems are dramati cal l y higher now,
even amer adjusting for inflation. Also, the ongoing
depletion of nearby bodies of water forces many water
utilities to obtain water from more-distant aoizrces at an
additional expense. Water is difficult and expensive to
transport, singpit is heavy and incompressible. Yet, the
utilities must keep up with the increasing demand for
drinking water, as the domestic population continues to
rise. All in all, industry sources estimate that in addition
to funds already being used to upgrade
water/wastewater systems, $140 billion to $500 billion
more will be needed to ix up the nation's water infra-
structure over the next two decades. A good deal of this
shortfall will likely be made up over time by increased
federal spending and higher water rates. Nonetheless,
water utilities will probably foot much of the bill.

SDWA Regulations .
The Safe Drinking Water Act (SDWA) 'of 1974

(amended in 1995) authorizes the EPA to work with
state and local governments to test for potential impugn
n`ties in drinking water. The EPA mandates what par-
ticular level of a certain contaminant is acceptable per a

spend a considerable portion of their annual capital
budgets on efforts to stay in compliance with SDWA.
guidelines. For example, California Water estimates
that it will cost.S125 million over the next five years to
be in compliance with the EPA's new rule on the allow-
able level of arsenic in drinking water (10 parts per
billion). Water companies must also comply with the
Clean Water A.ct, and numerous state and local laws.

specified amount of water. Water utilities routinely

Investment Advice . .
The Water Utility stocks in this review are not timely

for year-ahead investment. Moreover, these issues are
currently trading at the high end of their historical PIE
ratios, an investors look for a secure dividend and good
takeover prospects. As such, we believe that there is
some downside risk here as equity markets improve,
because investors may become more willing to take on
additional risk and move their funds out of this sector in
an eH'ort to pursue total~return prospects that are pres-
ently not available in this industry. '

The costs outstaying in compliance with drinking water
laws are particularly onerous for smaller regional com-
panies because they have a lower customer base over
which to spread their outlays. Small and mid-sized
water utilities tend to welcome takeover offers &om
larger companies so that they can gain access to the
bigger firm's superior capital resources. The acquiring
company attempts to achieve economies of scale by
engaging in these transactions. Moreover, it looks to
gain greater geographic diversity that can reduce its
susceptibility to unfavorable weather patterns and po-
tentially bunclensome local regulators. For example, The
California Pubhl&Utilities Commission (CPUC) hasun-
dergone may changes over the past couple of years, and
it is now less friendly to the business interests of the

Joseph Espaillct
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Arizona-American Water Company

Table 1

Selected Characteristics of Water Utilities Sample

Companies in Sample-af

% s&P
Water Bond.

Revenues-°' Rating-°'

Moody's
Bond

Rating-"'

Common
Equity
Ratio-c'

1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp

91%
100%
98%
98%

A+
AA.
AA-

nF\

AL
Aar
NR
N R

45%
49%
48%
58%

Average of Four Company Sample 50%

Arizona-American-°' 40%

I

Companies Not in Sample-a' Reason Not Included

American Water Works
Connecticut Water Service
Middlesex Water
Southwest Water

94%
100%
100%
42%

A+
NR
A+
NR

AS
NR
A2
NR

merger in progress
anticipated merger
anticipated merger

% of water revenues

8

Sources:
__a/ List of water utilizes relied upon by ACC Staff in Docket No. W-01427A-01-0487
__b/ C.A. Turner Utility Reports, August 2002.
_c/ As reported for 2001 by Value Line August 2, 2002 or from SJW Corp SEC Form 10-K.
_d/ Company estimate.

8/05/02
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Arizona-AmericanWater Company

Table 2

Premiums Received by Investors from Recent
Mergers and Acquisitions of Water Utilities

Approximate
Date of

Acquisition
or Merger

Highest Price
in Year Prior to
Announcement

Value at
Time of
Merger or
Acquisition Basis PreMiumCompany

Aquarion .AUgust 1999 $27.40 $37.05 cash 35%

United Water Resources July 2000 $25.00 $85.30 cash 41%

E-Town Year-end 2000 $48.30 $68.00 cash 41%

Dominguez May 2000 $21 .50 $33.75 Stock 57%

ConSUmers Water March 1999 $20.80 $33.10 stock 59%

American Water Works Proposed $34.00 $46.00 cash 35%

Average Premium 45%

s
I

I

I
I
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Arizona-American Water Company

Table 3

Selected Characteristics of. Gas Utilities Sample

Companies in Sample-w

Percentage . S&P
of Gas Bond

Revenues_b/ Rating_b/

Moody's
Bond

Rating_b/
l

1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 NW Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

60%
97%
90%
98%
67%
86%
100%

A-
A_

A+
A

AA-

A
AA.

AS
AS
AL
A2
Aar
AS
Aar

Companies Not in Sample-af Reason Not Included

BBB+ Baal

AA Aar

»

BBB Baa2

BBB- Baa2

Cascade Natural Gas
Energen
NUI Corp
NICOR .
New Jersey Resources
ONEOK
SEMCO Energy
South Jersey Industries
Southwest Gas
UG! Corp

100%
39%
46%
77%
55%
22%
59%
55%
86%
23%

.bond rating
% gas revenues
% gas revenues

fraud investigation
% gas revenues
%.gas revenues

bond rating
% gas revenues

bond rating
% gas revenues

Sources:
_al List of gas utilities relied upon by ACC Staff in Docket No. G~03703A-01-0263.
_b/ C.A. Turner Utility Reports, August 2002..

8/05/02
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Arizona-American Water Company

Table 4

Beta Risk and Safety Rankings of Gas and Water Utilities Samples-al"

Safety
Rank

Gas Distribution Utilities
1 AGL Resources
2 At nos Energy
8 Laclede Gas
4 NW Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

Beta.

Average

0.60
0.55
0.55
0.60
0.70
0.60
0.60
0.60

2
3
2
2
1
2
1

1.9

Water Utilities

I

i

1 American States
2 Ca\iforniaWater
3 Philadelphia Suburban
4 SJW Corp-bf

0.65
0.60
0.60
0.55
0.60

3
2
2
2

2.3Average

Sources:
__a/ Value Line, Summary and Index, July 19, 2002 with

the exception of,sJw Corp.
_bl From the Value Line Small and Mid-Cap Edition,

Summary & Index, dated July 19, 2002.

7/24/02

8



Arizona-American Water Company

Table 5

Development of Alternative Water Utility Costs of Equity
That Reflect Differences in Leverage

I
I
I
I
I

g

Panel A: Average for Sample Water Utilities

Bottom debt
equity

Capitalization Incremental
Ratio Cost-"/
0.50 7.84%
0.50 10.9%

Weighted
Cost

3.92%
5.45%
9.37%

Top debt
equity

0.50
0.50

7.84%
1 1 .5%

3.92%
5.75%
9.67%

Panel B: Increase Leverage:

f
51
r.

Bottom debt
equity

Capitalization
Ratio
0.60
0.40

Incremental
Cost~b'
7.84%
11.7%

Weighted
Cost

4.70%
4.67%

. 9.37%

Top debt
equity

0.60
0.40

7.84%
12.4%

4.70%
4.97%
9.67%

5

Notes:
_a/ Incremental cost of debt as reported August 2, 2002 by Value

Line for Baa-rated utility bonds. Cost of equity range as
estimated and reported in Table 24.

_b/ Assumes no change in incremental debt cost but increases
the cost of equity to reflect more financial risk.

.F
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E
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Arizona-American Water Company

Table 6

Actual and Forecasted Baa Bond Rates

Baa
Corporate

Bonds

8.05%

Year/Month

1 gg5-a1

1 g97-a/ 7.87%

1 gg8-a/ 7.22%

19gg-a/ 7.88%

2000-81 8.37%

2001-81 7.95%

July 2002-b/ 7.84%

8.10%Forecast for 1/2003-<"

Forecast for 2004-'11 8.20%

Sources:
_a/ Federal Reserve. . .
_b/ Value Line, Selection & Opinion, August 2, 2002

for recent selected yields at July 25, 2002.
_cl Blue Chip Financial Forecasts, quarterly consensus

forecast, July, 2002.
_d/ Blue Chip Financial Forecasts, long-term

forecast reported in June, 2002.

4 8/06/02



Arizona-American Water Company

Table 7

Recent Authorized Returns on Equity
For Larger Arizona Water, Sewer and Gas Utilities

Company
Decision
Number

Decision
Date

Authorized
ROE

Citizens Utilities Company; Agua
Fria Water Division; Sun City Water
Company; Sun City Sewer Company
and Sun City West Utilities Company 6 0 t h 10,50%

60220 1 1 .0O%

60437 11 .50%

61008 11.30%

61831 11 .OF%

61854

May 7, 1997

May 27, 1997

Sept 29, 1997

July 16, 1998

July 20, 1999

July it, 1999 12.00%

62184 Jan 5, 2000 1 1 .75°/=>

Paradise Valley Water Company

Far West Water Company

Saddlebrooke Utility Company

Paradise Valley Water Company-'v

Bermuda Water Company

Pima Utility Company (Sewer)

Far West Water 81 Sewer Co. (Water) 62649 June 13, 2000 1 1 .50%

Southwest Gas Corporation 64172 ocx.30,2001 11 .OO%

Arizona Water Company (Northern Group) S4282 Dec. 28, 2001 10.25%

Note:
n/ Now named Arizona-American Water Company.
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Arizona-American Water Company

Table 11

Comparisons of Reaiized and Authorized ROEs and
Market-to-Book Ratios for Water Utilities and

Value Line's Industrial Composite: 1992 - 2001

Earned
Less

Authorized
ROE

Water lridustrial .
Utilities Composite '

W B W B
Earned

ROE
Authorized

ROE

1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

10.00
11.60
10.40
11.40
9.70

10.50
11.00
11.10
11.10
10.30
10.90

12.82
12.73
12.72
11.96
11.99
1 1.30
11.14
10.87
10.87
10.74
10.57

-2.82
-1 .13
-2.32
-0.56
-2.29
-0.80
-0.14
0.23
0.23
-0.44
0.33

1.36
1.49
1.55
1 .28
1.33
1 .48
1 .73
2.06
2.50
2.06
2.27

2.43
3.10
3.18
2.90
3.15
350.
4.13
4.83
5.21
4.85
3.35

f
4
5

Average -0.88

Sources:
_of
b/

Year-end C.A. TUrner Utility Reports
Value Line Industrial Composite as
reported January 25, 2002.
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Arizona-American Water Company

Table 21

Risk Premiums Computed from Past ROEs Eamed by Water Utilities
and Forecasted Cost of Equity Range for Water Utilities

Panel A:
Baa

Corporate
Bond

Rates-w

Average
Baa

Bond Rate

Realized
ROEs for ̀

Water
Utilities-a/

Average
ROE

Risk
Premium-°'

Average
Risk

Premium

2.60%
1.93%
4.07%
2.48%
3.33%

1991-1995
1991
1992
1993
1994
1995

9,80%
8.98%
7.93%
8.63%
8.20% 8.71%

12.00%
10.51%
11.60%
10.71%
11 .13% 11.19% 2.88%

I
1996-2000

1996
1997
1998
1999
2000

8.05%
7.87%
7.22%
7.88%
8.37% 7.88%

11 .60%
11 .57%
10.91%
10.56%
9.81% 10.89%

3.95%
4.10%
4.09%
3.08%
1 .84% 3.41%

Differences in Averages: -0.83% -0.30% 0.53%

Relative Change -1 of _as 64

r

Panel B:
Forecasts of

Baa Corporate
Bond Rate"

Estimated
Risk

Premium-°'

Forecasted
Equity
Cost

8.10%
8.20%

3.27%
3.21%

11.4%
11.4%

|
I

Notes and Sources: . . . . .
__a/ Source: Tables 2-4 of CPUC WNGB Report, dated March 2002, in A. 01 -10-028.
_bl Past Baa rates reported by the Federal Reserve.
_cl Based on evidence reported by C. A. Tumor Utility Reports at year-end

for the last ten years, the average cost at equitywas more than 40 basis
points higher than an average of realized ROEs. See Table 11.

_d/ Range of consensus forecasts reported by Blue Chip,June 2002 for the
period 2003 to 2004.

il 8/06/02
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Arizona-American Water Company

Table 22

Risk Premium Analysis
Regression Analysis of Risk Premiums. Based on Authorized Returns

for Natural Gas Utility Stocks-" and Baa Corporate Bond Rates
1982-2002

Regression Formula-°': Risk Premium = Ao + AL x Baa Corporate Rate

Regression Output:
Constant (Ao) 0.0745
Std Err of Y Est 0.0077
R Squared 0.8541
No. of Observations 454
Degrees of Freedom 452

Slope (AL)
Std Err of Coef.
t-statistic

-0.51 o
0.010
-51 Q4

Equity Cost
Estimate

Predicted
Premium-°'

Forecasted
Baa Corporate

Bond
Rate-b'

Bottom
Top

11 .42%
11 .47%

3.32% +
3.27% +

8.10%
8.20%

Estimated Equity Cost for the Average Utility
in Water Utilities Sample:

Bottom
Top

10.9%
11 .0%

Notes and Sources:
_a/ Sources: Annual Surveys of Gas Rate Cases, Public

Utilities Fortnightly, KAN Rate of Return Data Books, Regulatory
Research Associates and the Federal Reserve.

__b/ Range of consensus forecasts Of rates for Baa Corporate
bonds for 2003-2004 as of June 2002 as reported by Blue Chip.

_cl Regression analysis assumes 8-month lag between Baa
bond rate and the date of respective commission orders.

8/1/02
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Arizona-American Waker Company

Table 23: Risk Premium Analysis
Comparison of Total Returns on Moody's Natural Gas Stock Index

and Baa Corporate Bond Rates

Index
Gain/Loss

Dividend
Yield

TOtal
Gas Stock

RetUrn
Risk

Premium

4.9999
5.05%
5.28%
5.93%
421%
4.52%
3.96%
3.09%
8.57%
3.51*
3.52%
4.25%
4.89%
5.53%
5.35%
5.77%
5.B5%
6.48%
6.00%
7.62%

11.54%
9.53%
7.43%
B.00%
9.42%
8.58%
8.74%
9.87%

10.11%
10.23%

I

Rates
on Baa

Coqpbrate

Bonds-='

3.45%

3.52%

4.37%

5.03%

4.85%

5.28%

s.1o%

s.1o%

4.92%

4.85%

4.81%

5.02%

6.18%

8.90%

1.23%

8.65%

9.12%

8.38%

7.93%

B.48%

10.63%

1o.se%

9.12%

a.99%

9.94%

12.06%

14.54%

1e.ss%

14.14%

1a.1s%

13.40%

11.58%

s.s7%

11.29%

10.65% .

9.82%

1o.4a%

8_69*

7.42%

5.45%

7.96%

1.4aas

5.72%

G.38%

5.69%

5.21%

4.78%

5.89%

5.14%

4.79%

11 .14%

5.55%

-8.40%

se.o9%

6.48%

2629%

38 .11 %

-4.96%

11 .75%

9.11 %

-2.24%

-12.53%

4.64%

12 .08%

-13.09%

26.08%

-2.69%

18.3s%

.12.89%

-23.97%

40.42%

44.82%

5.66%

-1 .65%

25.80%

14.39%

3.25%

4.49%

20 .98%

85.17%

18.57%

26.10%

-8.56%

202W%

42.35%

-127%

20.58%

17.33%

1 G21 %

-12.81 %

28.72%

12 .00%

19.44%

~2.97%

-125%

25.21%

7.69%

1.93%

-7.77%

51.06%

1.63%

21.01%

38.61 %

-10.06%

6.83%

426%

-7.os%

-17.55%

-6.82%

5.15%

-20.32%

17.38%

-11 .81 %

9.97%

20.82%

.32.45%

29.79%

34.26%

4.46%
40.64%

15.86%

2.33%

-11.39%

-12.06%

6.84%

21.42%

5.17%

14.52%

-18.53%

8_9B%

81.70%

-11.09%

10.15%

8.07%

7.4W%

-20.50%

. 19.62%

4.51%

11 .55%

~10.29%

-8.48%

17.02%

1954

1955

1956

1957

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967

1968

1969

1970

1971

1972

1973

1974

1975

1976

1977

197B

1979

1980

1981

1982

1983

1984

1985

1986

1987

1988

1989

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

926%
8.81%
7.69%
9.10%
7.49%
7.88%
7.82%
mass
B.19%
8.02%

Moody'$
Natural

G a s Annual

Pr ice Average

mdex-'=" Dividend-°'
26.47

28.10

28.23

25.78

38,71

39.59

4821

64.96

59.73

64.62

68.24

64.31

53.50

50.49

53.80

43.88

52.33

47.85

53.54

43.43

29.71

38.29

51.80

50.88

45.97.

53.50

56.61

53.50

50.62

55.79

69.70

76.58

90.89

77.25

86.76

117.05

108.86

124.32

138.79

154.06

126.96

155.94

tse.s4

191.04

177.24

166.84

200.68

1.32

1.43

1.49

1.53

1.63

1.79

1.91

2.01

2.13

227

2.40

2.75

2.67

2.79

2.B8

2.97

3.06

3.1 o

3.21

3.31

3.43

3.65

3.85

4.07

4.33

4.59

4.95

5.28

5.45

5.71

6.06

5.68

5.86

6.15

6.45

6.70

6.94

7.oa

7.23

7.36

7.48

8.o1

7.99

8.12

8.18

8.22

6.16%

0.46%

-8.68%

50.16%

2.27%

21 .77%

84.74%

4.05%

8.19%

5.60%

-5.76%

-16.81 %

-5.63%

6.56%

-1 B.44%

19.26%

-8.54%

1 1 .87%

-1 B.88%

~3159%

28.88%

35.28%

-1 .78%

-9.65%

16.38%

5.81%

-5.49%

-5.38%

1021 %

24.93%

9.87%

18.69%

-15.01 %

12 .31 %

34.91%

-7.00%

14.20%

11 .M%

11 .0034

~17.59%

22.83%

6.B6%

14.64%

~722%

-5.87%

20.28%

425%

4.62%

4.93%

Average Risk Premium 3.67%

1

Forecast of
Baa
Bond

Rates-4
8.1%
82%

Gas
Utility
Equity
Cost

11 .8%
11.9%

Water
Utilities
Sample

Equity Cost
11 .3%
11.4%

Az-Am
Equity
Cost

11 .9%
12.0%

Equity Cost Forecast
Low
High

Sources and Notes:

al U. S. Federal Reserve. Monthly rates for December of me indicated year.

bl Mergers,mm-lv'=s*oo1 Public I Motilin Manual.

c/ Range of forecasts lot 2003-2004 comped by Blue Chip, June 2002.
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Arizona-American Water Company

Table 24

Summary Table: Estimated Cost of Equity Ranges for Water
Utilities Sample and Arizona-American Water Company

. Estimated
Ranges of
Equity Costs

for Water
Utilities Sample

Estimated
Range of

Equity Costs for
Arizona-American

Water

Discounted Cash Flow Estimates

Based on Water Utilities 11.1% to 11.1% 11.7% to 11.7%

Based on Gas Utilities 11.4% to 11.5% 12.0% to 12.1%

Risk Premium Estimates

Based on Water Utilities 11.4% tO 1 1 .4% 12_0% to 12.0%

Based on Gas Utilities
Authorized ROEs 10.9% to 1 1 .O% 11.5% to 11.6%

Based on Moody's Gas
Utilities Index 11.3% to 1t_4% 11.9% to 12.0%

Estimated Equity Cost Range for Arizona-American Water Company 11.5% 12.1%

8/07/02
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Q-

Q-

INTRODUCTION., SUMMARY AND CONCLUS1ONS

PLEASE STATE YOUR NAME.

Thomas M. Zepp.

DID YOU PREPARE DIRECT TESTIMONY ON BEHALF OF ARIZONA-

AMERICAN WATER IN THIS CASE ?

I
Yes.

Q- WHAT is THE PURPOSE OF THIS TESTIMONY?

I

Arizona-American Water Company ("Arizona-American" or "the Company")

asked me to update my testimony and to review and to respond where I thought it

to be appropriate to the September 5, 2G03 testimonies of Mr. Joel M. Reiter on

behalf of the Arizona Corporation Commission Staff and Mr. William A. Rigsby

on behalf of the Residential Utility Consumer Office ("RUCO").

A. Organization of Testimonv

HOW is YOUR TESTIMONY ORGANIZED?Q,

I

I
I

1 1.

2
3 A.

4

5
6 A.

7
8 A.

9
10

11
12
13

14
15 A.

16

17
18
19
20
21

22
23
24
25
26

In this section of my testimony, I summarize my conclusions. In Section II, I

present an update of my direct testimony. In making my updates respond to

some of the comments Mr. Reiker and Mr. Rigsby made about the approaches and

samples I adopted to make those estimates. I also respond to Mr. Rigsby's failure

to recommend a revision in his benchmark equity cost estimates to reflect Arizona-

Amer*ican's above-average leverage. In Section III, I respond to the contention

made by several parties that my equity costs Should not be applied to a fair value

rate base. In Section IV, I respond to Mr. Reiker's and Mr. Rigsby's equity cost

estimates made with the capital asset pricing model ("CAPM"). I restate their

analyses using long-terni Treasury rates. In Section V, comment about their

implementations of the DCF model. I restate Mr. Reiker's constant growth DCF

~model results with more appropriate growth rates and revise his multi-stage DCF

I

I
I
I
I
I
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I
I
I
I
I

model by incorporating a second stage that recognizes investors would expect

higher future growth after a period in which DPS grow more slowly than EPS.

also make two restatements of Mr. Rigsby's DCF equity cost estimates based on

more realistic estimates of future issues of shares of stock (S in VS growth) and a

restatement based on forward-looking estimates of sustainable growth presented by

Mr. Raker.

I

Q- YOU sponsoR ANY SCHEDULES AND EXHIBITS TO

ACCOMPANY THIS REBUTTAL TESTIMONY?

DO

I
I

Yes. Shave prepared 15 tables, attached at Tab A, that update my direct testimony,

14 rebuttal tables, attached at Tab B, that respond to Mr. Reiker and Mr. Rigsby's

analyses, and 3 documents identified as Exhibits TZ-1, TZ-2 and TZ-3 attached at

Tab C.

I
I

Q-

B. Overview of Kev points in testimony

PLEASE SUMMARIZE YOUR TESTIMONY.

I
I

l
2

3
4

5

6

7
8
9 A.

10
11
12

13
14
15 A.

16
17

18
19

20
21

22
23
24
25
26

I address three general issues in this rebuttal testimony. The primary issue is the

cost of equity for the benchmark water and natural gas utilities. I provide an

update of the equity costs I presented in my direct testimony as well as

restatements of Mr. Reiker's and Mr. Rigsby's equity cost estimates to provide

evidence on that issue. The cost of equity for Arizona-American is lower than

when I prepared my direct testimony but is substantially higher than Mr. Rigsby

and Mr. Reiker estimate it to be.

The second issue is the magnitude of the upward adjustment that should be

made to that benchmark equity cost to compensate Arizona-American for its above

average financial risk. To avoid an issue, I have adopted Mr. Reiker's estimate of

50 basis points and respond to Mr. Rigsby for leaving out such a necessary

adjustment.

I
I
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I
I The third issue is the applicability of my equity cost estimates for Arizona-

American to a fair value rate base. I respond to comments made by Mr. Carlson,

Mr. Raker, Ms. Diaz Cortez and Mr. Rigsby on this issue.I
Q- D O  Y O U  R E S P O N D  T O  M R .  R E I K E R ' S  A N D  M R .  R I G S B Y ' S

E S T I M A T E S  O F  E Q U I T Y  C O S T S  F O R  T H E  B E N C H M A R K  S A M P L E S

OF WA TE R UTIL IT IE S ?

I

I
I

1

2

3

4

5

6

7 A .

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Yes. Mr. Reiker and Mr. Rigsby make equity cost estimates for their water utilities

samples of 9.2% and 9.11%, respectively. Such equity cost estimates -~ however

they were made - lack perspective about what is a fair rate of return for the water

utilities samples. Rebuttal Table 1 (Tab B) provides that perspective. It shows

that the utilit ies in Mr. Reiker's sample have authorized returns on equity

("ROEs") that average 144 basis points more than the rates of return that Mr.

Reiker and Mr. Rigsby conclude is "fair" for less leveraged water utilities. It also

shows that those utilities earned returns reported in September 2003 that averaged

120 basis points above their 9.2%/9.1% recommendation and that Value Line

forecasts of rates of returns for 2004 and the period 2006-2008 in Mr. Rigsby's

sample averaged 185 basis points above 9.2% and 9.1% ROEs Mr. Reeker and Mr.

Rigsby recommend. The data in Rebuttal Table 1 shows that whatever the

methods being used, whatever the theories being adopted, and whatever the

assumptions being made by Mr. Reeker and Mr. Rigsby, the final ROE estimates

being produced are unfair. It is not realistic to claim that ROEs required by the

water utilities in their samples are so far below what they are actually making,

actually being authorized and what Value Line is forecasting they will earn.

By contrast, my updated equity cost estimates for the benchmark water

utilities fall in a range of 10.0% to 11.2% and are reasonable when compared to

returns that are actually being made, authorized and forecasted for the publicly-

I
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I

traded water utilities. See Update Table 24 (Tab A). Also, my restatements of Mr.

Reeker and Mr. Rigsby's equity costs for the benchmark utilities fall in a range of

9.6% to 11.3% and thus also bracket the averages of authorized, earned and

forecasted ROEs in Rebuttal Table 1. See Rebuttal Table 14 (Tab B).

Q- WHAT OTHER ISSUES DO YOU ADDRESS?

I

1

2

3

4

5

6 A .

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

I also respond to the lengthy, technical rebuttal of my testimony that Mr. Raker

has presented. While Mr. Reiker is highly critical of my direct testimony (which

relied on data obtained in the summer of 2002 when my direct testimony was

prepared) and in places has distorted my testimony, his discussion is flawed and

ultimately erroneous in a number of significant respects, as I show below. For

example, he argues I made an error by using an industry average forecast of

growth when a reliable company-specific forecast was not available, but then turns

around and uses such an industry average forecast in Schedule JMR-7 to prepare

his own estimates of growth when there are no reliable forecasts for some utilities.

He also claims I relied exclusively on analysts' forecasts of growth when I did not.

He mischaracterizes my testimony as being at odds with a paper by Professor

Gordon when it is not. He takes a small cite from my testimony in a 1999 Oregon

case out of context by claiming I advocated the use of dividend per share ("DPS")

growth to make growth estimates for the constant growth DCF model when I did

not. Mr. Reiker had my testimony and knew I did not propose such an approach.

To support his choice of actual interest rates, Mr. Reiker argues that forecasts of

interest rates by Blue Chip should not be adopted when his own Chart 4, on page

49 of his direct testimony, shows such forecasts have been unbiased. Such

forecasts are more relevant for the future period when Arizona-American's new

tarif fs will be in place than are the "current" interest rates he adopts in his

I
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analyses, which were taken from the May 7, 2003 Wall Street Journal, 5 months

ago.

c.

WHAT ARE YOUR SPECIFIC CONCLUSIONS?

Specific Conclusions

Q-

My conclusions are:

1. Updates of my DCF and risk premium equity cost estimates indicate
Arizona-American's cost of equity now falls in a range of 10.5% to 11.7%. See
Update Table 24 (Tab A).

a) Ufpdated DCF equity costs indicate a cost of equity range for Arizona-
American o 10.5% to 11.0%.

b) Updated risk premium estimates indicate a cost of equity range for
Arizona-American of 10.8% to 11.7%.

2. Appropriate restatements of Mr. Reiter's and Mr. Rigsby's equity cost
estimates indicate Arizona-American's cost of equity falls in a range of 10.1% to
l 1.8%. See Rebuttal Table 14 (Tab B).

3. Mr. Reeker's adjustment of  50 basis points to account for Arizona-
American having above average leverage is conservative but I adopt it in lieu of
the 60 basis points adder I relied upon in my direct testimony.

4. It is app ro n`ate in Arizona to apply a rate of return that includes my equity
cost estimate to ill, fair value rate base. None of the testimonies of RUCO or ACC
Staff witnesses address the points I presented in my direct testimony that explain
why I reach that conclusion.

11.

Q.

UPDATES OF DIRECT TESTIMONY AND EXHIBITS

HAVE YOU UPDATED THE EQUITY COSTS IN YOUR DIRECT

TESTIMONY?

Yes. As indicated, my updated tables are attached at Tab A.

A.

1

2

3

4

5 A.

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A.

22

23

24

25 A.

26

Q.

Updates of equity cost estimates based on the water utilities sample

WHAT Is YOUR UPDATED DCF EQUITY COST FOR THE SAMPLE OF

WATER UTILITIES AND ARIZONA-AMERICAN?

The updated DCF equity cost for the sample of water utilities is 10.5%. In making

that estimate I have adopted an average of dividend yields during the three-month
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period ending August 31, 2003. This period of time overlaps the 8-week period

Mr. Rigsby adopts to detennine dividend yields and is more current than May 6,

2003 when Mr. Reiker collected spot prices to make his dividend yield estimates.

My updated DCF equity cost estimate is shown on Update Table 13 (Tab A) and is

based on the data presented in Update Tables 8, 9, 10, and 12 (also at Tab A).

I Q-

B. Updates of equity cost estimates based on the gas utilities sample

W HAT Is  YOUR UPDATED EQUITY COST ESTIMATE FOR THE

WATER UTILITIES THAT YOU MADE WITH DATA FOR THE GAS

UTILITIES?

I now estimate the equity cost for the sample of seven natural gas distribution

utilities ("gas utilities") is 10.5%. This equity cost is developed in Update Tables

14, 15, 16, 17 and 18 (Tab A). Mr. Reiker contends that equity cost estimates for

gas utilities should be reduced by 100 basis points to obtain a proxy equity cost for

water utilities. Update Table 4 (also at Tab A) shows such an adjustment is too

large for the sample of gas utilities I relied upon to make equity cost estimates and

that a 50 basis point reduction is more appropriate. Reducing the DCF equity cost

estimate for the gas utilities and then increasing it to account for Arizona-

American's above-average leverage, the indicated cost of equity for Arizona-

American is l0.5%.

I
Q- HAVE YOU UPDATED YOUR RISK PREMIUM ANALYSES?

I

1

2

3

4

5

6

7

8

9

10 A .

11

12

13

14

15

16

17

18

19

20

21 A.

22

23

24

25

26

Yes. Update Tables 21, 22, and 23 (Tab A) provide updates of Tables 21, 22 and

23 in my direct testimony. All of those risk premium equity cost estimates have

dropped because the forecasts of Baa bond rates are now lower than they were in

mid-2002, when my direct testimony was prepared. Based on the updated risk

premium analyses, Arizona-American has an equity cost that now falls in a range

of 10.8% to 1l.7%. See Update Table 24 (also at Tab A).
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I
I

Q-

c. Responses to Mr. Reiker and Mr. Rigsbv

DO MR. REIKER AND MR. RIGSBY CRITICIZE YOUR ESTIMATES?

I
I
I

I

Yes. Mr. Rigsby stated he believes I have relied too much on the projections made

by Value Line analysts for the 2006-2008 period to make my DCF estimates

(Rigsby Direct, page 44) and, even though I do not rely on CAPM, he states my

choice of a long-tenn Treasury rate to implement CAPM is inappropriate (Rigsby

Direct, page 46).

Mr. Reiker criticizes (1) the samples of gas and water utilities I used to

make benchmark equity cost estimates, (2) my conclusion that water utilities

require an equity cost that is 50 basis points less than gas utilities, (3) the method I

used (and Mr. Rigsby used) to compute dividend yields in the DCF model, (4) my

estimates of growth used in the constant growth DCF model and (5) my risk

premium estimates.

I Q-

I

1. Utilities in Samples

PLEASE TURN TO MR. REIKER'S COMMENTS ABOUT THE SAMPLES

YOU HAVE USED TO COMPUTE DCF EQUITY COSTS. START WITH

THE WATER UTILITIES SAMPLE. MR. REIKER CONTENDS YOU

SHOULD HAVE INCLUDED CONNECTICUT WATER SERVICE AND

MIDDLESEX W ATER IN THE SAMPLE USED TO MAKE DCF

ESTIMATES FOR THE WATER UTILITIES. W HAT Is  YOUR

RESPONSE?

I

1

2
3 A.

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21
22 A.

23

24

25

26

I did not include Middlesex Water and Connecticut Water Service in my 2002

sample because their rapid increases in stock prices coupled with low expected

growth suggested they were merger or acquisition candidates. Information for

Middlesex Water has changed since last year. Middlesex Water now has a

dividend yield that is close to the sample average and analysts' forecasts of growth

I
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I

I

I

reported by investor services indicate Middlesex Water is expected to have 7%

growth. If I had included Middlesex Water in my sample, my updated average

DCF equity cost would not have changed because Middlesex Water has an

estimated equity cost of l0.5%. Thus, the rapid growth in Middlesex Water stock

prices I observed last year appears to have anticipated the dividend yield and

forecasted growth investors now expect for it. Mr. Reiker estimates equity costs

for Middlesex Water with his multi-stage growth DCF model (Schedule JMR-7)

and finds Middlesex Water has a higher equity cost than any of the other water

utilities in his sample. I did not include Middlesex Water in my updated DCF

equity cost estimate because it was not in the sample I presented in my direct

testimony.

Q. DOES THE EXCLUSION OF MIDDLESEX WATER INCREASE YOUR

EQUITY COST ESTIMATES?

No, it does not increase them.

I
I
I
I
I
I

Q. WHAT ABOUT CONNECTICUT WATER SERVICE? DOES MR.

REIKER EXPLAIN WHY CONNECTICUT WATER SERVICE HAS HAD

A 50% INCREASE IN ITS STOCK PRICE WHILE STOCK PRICES FOR

OTHER WATER UTILITIES INCREASED BY 12%?

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14 A.

15

16

17

18

19 A.

20

21

22

23

24

25

26

No, he does not. Connecticut Water Service still appears to be a merger or

acquisition candidate and should not be included in a sample used to estimate DCF

equity costs. At page 33, lines 1-3 of his direct testimony, Mr. Reiker agrees with

me that if investors have bid up a stock price in anticipation of a merger, the DCF

method could understate the cost of equity. If such a merger was anticipated for

Connecticut Water Service, presumably, Mr. Reiter would not include it in his

equity cost estimation sample. The data Mr. Reiker provided in support of Chart 3

at page 33 of his direct testimony shows Connecticut Water Service had a price
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I
I
I
I

I
\

I
I

increase of 50% in 2001, the largest pnlce increase of any water company other

than American Water Works, the acquisition of which at a significant premium

was announced in September, 2001. Connecticut Water Service's price increase

compares to an average increase of 12% for the five other water utilities in Mr.

Reiker's sample. His Chart 3 shows stock prices for Connecticut Water Service

have subsequently moved in line with stock prices for other water utilities. With

reasonably efficient markets, even for a thinly-traded stock such as Connecticut

Water Service, one should expect information about potential mergers and

acquisitions to continue to be embedded in its stock price unless merger rumors

disappear. With such a super-inf lated stock price, as Mr. Reiter observes,

dividend yield and DCF equity cost estimates will be biased downwards. The

behavior of Connecticut Water Service stock prices shown in Mr. Reiker's Chart 3

is perfectly consistent with reasonably efficient markets in which investors expect

a merger or acquisition and thus supports my choice to leave it out of the water

utilities sample adopted to make equity cost estimates with the DCF model.

Q-

I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A .

22

23

24

25

26

TURN T() MR. REIKER'S COMMENTS ABOUT THE SAMPLE YOU

USED TO MAKE DCF EQUITY COSTS FOR THE GAS UTILITIES. HE

CONTENDS THAT CASCADE NATURAL GAS AND SOUTHWEST GAS

SHOULD BE INCLUDED IN THE GAS UTILITIES SAMPLE. WHY DID

YOU EXCLUDE THEM?

I
I

I have used the adjusted equity cost estimates for the gas utilities as another proxy

for the cost of equity for my water utilities sample. All of the publicly-traded

water utilities (with bond-ratings) that are in my sample of four water utilities and

in Mr. Rigsby's sample of three water utilities have a bond rating of A or better.

Cascade Natural Gas and SW Gas have bond ratings of BBB/Baa and thus are

more risky than the sample water utilities. See Exhibit TZ-2 .
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I
I
I Q- DO YOU HAVE ANY COMMENTS ABOUT MR. REIKER'S GAS

UTILITIES SAMPLE?

I
I
I

I

Yes. It is puzzling why Mr. Reeker advocates including Cascade Natural Gas and

SW Gas but not including South Jersey Industries. At this time, C. A. Turner

Utilities Reports indicates South Jersey Industries has a split bond rating of

Baal/A and 78% of its revenues come from gas operations. See Exhibit TZ-2.

This company meets relevant criteria to be in his DCF sample, but has been

ignored. I did not include South Jersey Industries in my updated sample because

last summer, when I prepared my direct testimony, C. A, Turner Utility Reports

indicated that South Jersey Industries had only 55% of its revenues from gas

operations. I do not include South Jersey Industries in the sample used to make my

updated DCF equity cost estimates because it was not in the sample I used to

prepare my direct testimony.

Q- WHAT Is SHOWN IN UPDATE TABLE 4?

I
I
I
I
I

Update Table 4 (Tab A) shows beta estimates for the samples of gas and water

utilities at the time I prepared my direct testimony and today. Notably, there were

4 differences in average beta estimates when I prepared my direct testimony.

However, to be conservative, I assumed the gas utilities required a 50 basis point

risk premium when compared to water utilities. The average Value Line betas for

both samples of utilities are now higher than last year, but the average beta for the

gas utilities increased more. Update Table 4 indicates the difference in the

required returns for gas and water utilities is very close to the 50 basis points I

adopted in my direct testimony and thus I do not revise that differential.

I

1

2

3 A .

4

5

6

7

8

9

10

11

12

13

14

15 A .

16

17

18

19

20

21

22

23

24

25

26

Q, MR. REIKER'S SAMPLE OF GAS UTILITIES HAS A HIGHER

AVERAGE BETA THAN YOUR SAMPLE. DO YOU HAVE ANY

COMMENTS ABOUT THAT?I
I
I
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I
I

I

Yes. First, if he had included South Jersey. Industries in his sample, his average

beta would be lower because South Jersey Industries has a beta of .50. Also, last

year I excluded NICOR from my sample because it was under investigation for

fraud. Mr. Reiker reports NICOR now has a beta of .90, the biggest beta in his

sample. Without NICOR, his sample average beta would be lower.

I
Q- MR. REIKER'S SAMPLE OF SIX WATER UTILITIES HAS A LOWER

AVERAGE BETA THAN YOUR SAMPLE. DO YOU HAVE ANY

COMMENT WHY THERE Is A DIFFERENCE?I
I
I
I
I
I
I
I
I

Yes. Professor Richard Roll presented an analysis in 1980 that shows if stocks are

thinly traded (such as small water utilities' stocks), beta estimates made with short

interval data .- such as weekly data used by Value Line to estimate betas - are

expected to be biased downward. Ibbotson Associates provide data to confine this

expectation. When they estimate betas for small companies, the average beta

estimated with monthly data of 1.52 increases to 1.62 when annual data are used to

make the estimate. Based on this evidence and statistical estimates of betas I made

in other cases, I expect the true, but unknown, betas for Middlesex Water and

Connecticut Water service are closer to 1.0 than would be estimated by Value Line.

With Middlesex Water and Connecticut Water Service in the sample, the estimated

average beta would be closer to 1.0.

Mr. Reeker uses the difference in his average beta estimates to justify

reducing the gas utility equity costs by 100 basis points, instead of the 50 basis

points I adopt. The 100 basis points is not appropriate for the samples of water

and gas utilities I adopt and, for the reasons stated above, also overstates the

general differential between beta risk for these types of utilities.I

1 A .

2

3

4

5

6

7

8

9 A .

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26I
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I
I
I 2.

Q-

Responses to comments about my DCF models

n o w  T U R N  T o  T H E  I S S U E  O F  D I V I D E N D  Y I E L D S . M R .  R E I K E R

ARGUES THAT SPOT PRICES SHOULD BE ADOPTED To  DETERMINE

D I V I D E N D  Y I E L D S  I N S T E A D  O F  A V E R A G E  Y I E L D S .  W H Y  D O N ' T

YOU USE SPOT PRICES To COMPUTE THE DIV IDEND YIELDS?

I
I
I

I
I
I

In
11
ll
in

1
2
3
4
5
6 A.

7
8
9

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26

For at least three reasons. First, there are no estimates of "spot" growth rates to

combine with the estimates of spot prices. Value Line, for example, updates its

growth rate forecasts every three months. Other investor services report forecasts

of growth rates made by analysts for the last 30 to 120 days. The constraint on the

quality of the equity cost estimate comes from the quality of the growth rate

estimates, not from easily measured dividends and prices. Spot yields provide a

false sense of accuracy and should not be used to estimate DCF equity costs.

Second, prices for thinly-traded stocks, such as water utilities, are not as

efficient as prices for larger, frequently-traded stocks. This provides another

reason to use average yields in the DCF model,

Third, it takes many weeks for analysts to prepare and ultimately present

equity cost estimates. Allowing the analyst to choose the "spot" price also allows

the analyst to bias his/her estimate of the dividend yield by choosing a price that is

higher or lower than other prices he/she could have chosen during the period in

which the testimony was prepared. This potential for gaming the equity cost

estimate with the "spot" yield is avoided when average yields for a reasonably

current period are adopted. Mr. Reiker has used spot prices for May 6, 2003 and

forecasted dividends published on May 2, 2003 in his analysis. The average of

dividend yields in June to August of this year that I used to update my estimates

are more current than Mr. Reiker's data.
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I
I
I Q.

I

MR. REIKER RAISES A NUMBER OF ISSUES RELATED TO THE

GROWTH RATES YOU ADOPTED TO MAKE YOUR DCF ESTIMATES.

AT PAGES 37-39 AND IN FIGURE 1, MR. REIKER ARGUES YOU MADE

AN "ERROR" BY USING AN INDUSTRY AVERAGE GROWTH

FORECAST FOR UTILITIES WHEN YOU DID NOT HAVE RELIABLE

COMPANY-SPECIFIC GROWTH FORECASTS. DO YOU HAVE A

RESPONSE?

I
I
I

Yes. His statement is equivalent to "the pot calling the kettle black", i.e., it is a

correct method if he does it, but not a correct method when I do it. In Mr. Reeker's

own analysis in Schedule JMR-7, his work paper (GrowthCalc, cell H 25) shows

he used an industry average forecast (an average of forecasts of DPS growth rates

for the water utilities for which he had forecasts) to estimate future dividend

growth for Connecticut Water Service, Middlesex Water and SJW Corp when he

prepared Schedule JMR-7. If the industry average forecast is the best available

information, that industry average forecast is what investors would rely upon to

price stocks. Mr. Reeker's direct testimony at pages 37-39 and Figure l should be

ignored.

1

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16

17

18

19

20

21 A .

22

23

24

25

26

Q. AT PAGES 39-44, HE CONTENDS YOU RELIED EXCLUSIVELY ON

ANALYSTS' FORECASTS OF EPS GROWTH TO PREPARE YOUR DCF

EQUITY COST ESTIMATES. DID YOU?

I
I
I
I
I
I
I

No. Mr. Reiter says I place "exclusive reliance on analysts' forecasts of near-term

earnings growth" (page 40, line 1) whens do not. In making all of my DCF equity

cost estimates for water and gas utilities in both my direct testimony and in my

updates in this testimony, I relied upon forecasts of sustainable growth (forecasts

Mr. Reiker calls "intrinsic growth") as well as analysts' forecasts of EPS growth to

make my estimates. He has mischaracterized my testimony.
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I
I
I Q. AT PAGE 41, HE DISCUSSES THE GURDON, GORDON AND GOULD

PAPER AND A MORE RECENT SPEECH MADE BY PROFESSOR

GORDON. IS YOUR TESTIMONY AT ODDS WITH GORDON'S

ARTICLE AND SPEECH?

I
I

I

No. Again, Mr. Reiker mischaracterizes my testimony. I correctly reported that

Gordon, Gordon and Gould ("Choice Among Methods of Estimating Share Yield,"

Journal of Portfolio Management (Spring 1989)) ("GG&G") found that forecasts

of EPS growth outperformed three measures of past growth. Such a finding

clearly supports the use of EPS growth as one of the measures of growth investors

would examine. I never said that GG&G argued for the exclusiveuse of analysts'

forecasts to implement the DCF model.

Also, if, as Mr. Reiker suggests should be done on page 42 of his direct

testimony, GNP growth were used to make DCF equity cost estimates with the

constant growth DCF model, Mr. Reiter's DCF equity cost estimate for the water

utilities sample shown in Schedule JMR-8 would increase 150 basis points, from

8.5% to 10.0% if his GNP growth forecast from Schedule JMR-7 of 6.5% were

used:

Equity cost 3.47% + 6.5% = 10.0%

I Q- DO YOU HAVE ANY CUMMENTS ABOUT HIS TESTIMONY AT PAGE

42 TO 44? ,

I

I

1

2

3

4

5 A .

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21 A .

22

23

24

25

26

Yes. I am not surprised that some writers have the view that analysts' forecasts of

EPS growth have been too high after the recent stock market bubble burst and

seriously damaged portfolios of many investors. It is always easy to look back

now and find that the rosy future many believed was just over the hill was not

realistic.

I
I
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F

I

I

I

I

I

As to earlier studies, such as David Dreman's study, I did an analysis of

Value Line ROE forecasts for gas distribution companies in 1999 and found that

contrary to claims such as the one Mr. Reiker reports on page 42, line 17, of his

direct testimony, in real terms (i.e., forecasts adjusted for the difference in

expected and actual inflation) Value Line ROE forecasts for gas distribution

utilities were unbiased. My analysis showed overstatements in the ROE forecasts

were the result of inaccurate forecasts of inflation. Earnings per share forecasts

would vary directly with ROE forecasts. Putting one's head in the sand and

assuming the past will continue into the future when the future may be much

different, however, is not the answer. Investors look forward and they, too, may be

making poor forecasts of inflation that are the same as the poor forecasts being

relied upon by analysts. But if the analysts and the investors are making the same

mistakes, the cost of capital is still revealed by looking at such analysts' EPS

forecasts.

Mr. Reiker's anecdotal testimony reported on these pages of his direct

testimony still provides no basis to assume analysts' forecasts are not relied upon

by investors when they price stocks. Mr. Reiter relies on Mr. Dreman's book. But

Mr. Drernan's conclusion reported below supports an inference that investors

generally do rely on the analysts' forecasts. Mr. Dre ran says :

I

We have also seen that in spite of high error rates being
recognized for decades, neither analysts nor investors who
religiously depend on them have altered their methods in any
way.

I
I

1

2

3

4

5
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9
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16

17

18

19

20

21

22

23

24

25

26

David Dre rand, Contrarian Investment Strategies: The Next Generation, 115-1 16

(Simon & Schuster 1998). If investors depend on the analysts' forecasts .- whether

the forecasts turn out to be excellent or poor forecasts .-- they are relevant to a

determination of DCF equity costs.

I
I
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I
I
I
I

Q~

My prior testimony is consistent with my testimony in this case

AT PAGE 45-46, MR. REIKER PROVIDES TWO QUOTATIONS FROM

YOUR TESTIMONY AND DEPOSITION IN UM 903 A 1998-1999

INVESTIGATION INTO AN APPROPRIATE METHOD To DETERMINE

RECOVERY OF PURCHASED GAS COSTS IN OREGON. DO YOU

HAVE ANY COMMENTS ABOUT THE QUOTATIONS HE CITES?

I

Yes, his quotations were very carefully selected to imply I used DPS forecasts to

detennine equity costs with the constant growth DCF model in a 1999 case, when

that is not true. Mr. Reiker has the full testimony and knows that is not the case.

He has taken one statement in a deposition out of context and thus misrepresents

the analysis I presented in that case. The first cite is to page 9 of my deposition. I

have attached the title page and pages 8 through ll of that deposition at Tab C,

labeled as Exhibit TZ-1, to put the citation in context. Mr. John Thornton, now an

employee of the Arizona Corporation Commission, was present and asking the

questions at the deposition. My testimony (NWN/300/Zepp, dated December 17,

1998) was the subject of the deposition. It was rebuttal of Mr. Thornton's equity

cost estimate presented in that case. Exhibit TZ-1 shows that (1) the quote cited by

Mr. Reiker was my second response to a question proposed by Mr. Thornton and it

restated the question as Mr. Thornton asked it and (2) my first response referred

Mr. Thornton back to my retiled testimony.

Q-

I
WHAT DID YOU SAY ABOUT THE USE OF DIVIDEND PER SHARE

GROWTH IN THE PREFILED TESTIMONY To WHICH YOU

REFERRED?

1

2

3
4

5
6
7 A.

8
9

10
11
12

13

14
15
16
17

18
19
20
21
22
23
24 A.

25
26

I said the following:

Q- What do you conclude from your examination of past and
forecasted EPS growth?I

I
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I
I A. Mr. Thornton's selective exclusion of EPS growth from

consideration has biased downward his estimate of future
DCF growth expected by investors for at least two reasons :

(1) EPS growth would be considered by investors in
determination of future growth. Based on data in Mr.
Thornton's work papers and past growth, that consideration
would indicate expected growth of 6.5%, 7.8% and 8.6%. All
three of these growth rates are above the range of DCF
growth rates chosen by Mr. Thornton.

(2)
investors would
companies]
rest t

The fact that est and forecasted DPS growth rates are
lower than past and Forecasted EPS growth rates indicates that

ex et the LDCs [local gas distribution
to be financially stronger in the future. As a

, investors would expect the LDCs to be able to sustain
higher levels of dividend growth in the future than in the past
and to achieve higher growth in the long tern than is
forecasted for the [near term] period out to 2003. (Emphasis
added.)

Oregon PUC, UM 903/AR 245/NW Natural/300, pages 19-20.

Q- Is THE UM 903 TESTIMONY QUOTED BY MR. REIKER CONSISTENT

WITH YOUR TESTIMONY IN THIS CASE?

Yes, it is. Just as I said in Oregon Docket UM 903, if EPS growth is expected to

be more rapid than DPS growth, investors will expect future sustainable growth to

be higher than near-term DPS growth. Future DPS growth and historic DPS

growth are undoubtedly the worst measures of long-term sustainable growth in

such a situation. Those measures of growth would not be relied upon by rational

investors making equity cost estimates with the constant growth DCF model.

Giving any weight to such DPS growth estimates wit] bias downward equity cost

estimates.

Q, YOU HAVE ANY COMMENTS ABOUT MR. REIKER'S CITE AT

LINES 2-4 OF PAGE 46?

DO

I

1
2
3
4
5
6
7
8
9

10
11
12
13

14 A.
15
16
17
18
19
20
21
22
23

24 A.
25
26

It, too, is taken out of context. The questions and answers starting before and

ending after the cite are shown below:
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Q. Would investors examine information other than BR + VS
growth to determine the cost of equity facing gas LDCS?

A. Yes. Investors would examine past and forecasted growth in
earnings per share ("EPS"), dividends per share ("DPS") and
other trends that provide indications about what future growth
would be.

Q. Mr. Thornton based his growth rate range of 3.0% to 5.0% in
art on past and forecasted DPS growth. If investors were to
oak at only EPS or DPS growth, which one would they

examine?

A. Available evidence indicates they would look at EPS growth.
Investors are will ing to pay for of investor
analysts' forecasts of EPS growth,
Earnings Guide.

UM 903/ AR245/ NW Natural/ 300, pages 17-18.

This testimony, as well as the testimony at UM 903/ AR245/ NW Natural/

300, page 20 reported above, is consistent with my testimony in this case. That

testimony is that when forecasts of DPS growth (or past DPS growth) are smaller

than expected EPS growth (past EPS growth), reliance on DPS growth as the

growth rate in the constant growth DCF model will bias downward the equity cost

estimates.

compilations
such as Standard & Poor's

Q-

I

1
2

3
4

5
6

7

8
9

10
11
12
13

14
15
16

17

18
19
20
21 A.

22
23
24
25
26

AT PAGE 46, MR. REIKER SAYS YOU RELIED UPON PAST DPS

GROWTH TO PREPARE A STUDY PRESENTED IN ARIZONA DOCKET

W-01445A-02-0619 (ARIZONA WATER COMPANY). Is THAT STUDY

INCONSISTENT WITH YOUR TESTIMONY IN THIS CASE?

No, for two reasons. The study Mr. Reiter refers to was a study of differences in

equity costs for small and large water utilities in California over a period of ll

years. First, there were no years when there were forward-looking forecasts of

growth for the small utilities. Thus, to prepare the study, I used the only available

data, i.e., past growth rate data. Second, based on data I compiled for various

California cases, I knew growth rates presented by California PUC Staff showed
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I
averages of past EPS growth, past DPS growth, and past sustainable growth

estimates were approximately the same as averages of available analysts' forecasts

of growth through at least 1995. See Rebuttal Table 5 (Tab B). In effect, using

past growth as a surrogate for future growth, while not ideal, was acceptable

because investors expected the past growth to continue during those years. But as

Rebuttal Table 5 also shows, the same is not true today. Analysts and investors

now expect faster growth in the future than in the past. Nothing in the study Mr.

Reiker mentions is in conflict with my position that today, the worst measure of

growth to use in the constant growth DCF model is past or estimates of future

near-term DPS growth.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17 A .

18

19

20

21

22

23

24

25

26

Q-

4. Forecasts of interest rates should be adopted

TURN TO YOUR RESPONSE TO MR. REIKER'S CRITICISMS OF YOUR

RISK PREMIUM ESTIMATES. AT PAGE 48-49, MR. REIKER ARGUES

BLUE CHIP CONSENSUS FORECASTS OF INTEREST RATES SHOULD

NOT BE RELIED UPON TO MAKE RISK PREMIUM EQUITY COST

ESTIMATES. DO YOU HAVE A RESPONSE?

Yes. At page 49 of his direct testimony, Mr. Reiker presents Chart 4 that

comparesBlue Chip Financial Forecasts consensus forecasts of the Aaa corporate

bond rate to actual rates. The data underlying the chart show that in the three years

1999 to 2001, the projected Blue Chun interest rates were lower than actual rates

and in the two years 2002 to 2003, projected rates were higher than has occurred.

On average Mr. Reiker computed that theBlue Chip forecasts have been 14 basis

points below the rates that have actually occurred. In this particular period, the

forecasts are slightly below the actual results, but his evidence provides strong

support for the consensus forecasts being unbiased, and certainly not working

against the interests of ratepayers .
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I

I

I

1
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Interest rates that should be relied upon to determine Arizona-American's

cost of equity should be interest rates expected during the period in which new

tariffs will be in effect. Relying on "actual" market interest rates in 2003 does not

solve the problem of uncertainty about future rates. Actual current Baa rates, as

well as forecasts of Baa rates, depend upon investors perceptions of what will

happen in the future. As a result, the quotation Mr. Reeker offers at page 50 of his

direct testimony from Jacob and Pettit cannot be a criticism of my choice to use

Blue Chzp consensus forecasts of the Baa rates. Mr. Reiker's own Chart 4 shows

that to the extent there has been any difference between actual rates and the Blue

Chip forecasts of rates, on average, bond rates timed out to be slightly higher than

was estimated with the Blue Chip consensus forecasts.

In Mr. Reiker's CAPM testimony, he adopted actual rates instead of

forecasts of those rates to make CAPM estimates. The following simplif ied

explanation of 5-year interest rates illustrates the problem:

Year 2003 2004 2005 2006 2007 A5-'eage

Interest rate for one year 1% 4% 4% 4% 4% 3.4%

In my illustration, the reported 5-year interest rate (also the average of five one-

year interest rates) is 3.4%, but in four out of the five years after 2003, the interest

rate is 4%. The relevant rate to detennine a cost of money when setting tariffs that

will not be authorized until 2004 is not 3.4%, but is 4%. Forecasts of interest rates

or "forward rates" (that back out the 2003 rate) provide the relevant interest rate

for the period in which Arizona-American's new tariffs will be established. Based

on actual market data on September 10, 2003, the current 10-year Treasury rate of

4.27% is 36 basis points below the forward 10-year Treasury rate expected by

investors next year (4.63%). And, the 4.63% forward rate is 83 basis points

(4.63% minus 3.8%) above the 10-year Treasury rate Mr. Reiker relied upon to
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I

I
I

prepare his equity cost estimates. (Reiker Direct, page 23, footnote ll.) For

perspective, the forward rate of 4.63% rounds to the Blue Chip June 2003

consensus forecast of 4.6% for 2004.

For similar reasons, forecasts of Baa rates are preferred to current Baa rates .

They provide estimates of the costs of corporate bonds expected 'when the new

tariffs for Arizona-American will be in place. To the extent that current short-term

interest rates are lower than interest rates expected in the future, the use of current

interest rates will understate the relevant cost of equity. Blue Chip forecasts reflect

the pure forecast of the rates after the 2003 short-tenn rates are history. With

interest rates currently very low, compared with interest rates over the past several

decades, the chance future rates will be higher than rates today is much better than

the chance they will be lower. As a result, the forecasted rates should be used.

Q- AT PAGE 50,  MR.  REIKER SAYS THE CAPM SHOULD BE USED

INSTEAD OF YOUR RISK PREMIUM APPRGACHES. DO YOU HAVE

ANY RESPONSE TO THAT TESTIMONY?

Yes. My response is in Section IV of my testimony, below.

5. Risk premium estimates based on Baa bonds are currently
superior to risk premium estimates based on Treasury securities.

I
I
I

Q- REFERRING TO PAGE 51, LINE 6, OF MR. REIKER'S TESTIMONY,

DOES THE FACT THAT CORPORATE BONDS HAVE DEFAULT RISK

MEAN ONLY TREASURY SECURITIES SHOULD BE USED T()

COMPUTE RISK PREMIUM ANALYSES?

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16 A .

17

18

19

20

21

22 A.
23

24

25

26

No. Such a statement implies equity costs are more closely tied to costs of

Treasury securities than to the utilities' own costs of debt. It is more logical to

expect equity costs to reflect changes in corporate debt costs than to assume those

equity costs move in lockstep with interest rates the government can obtain in the

I
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I
I market. Mr. Reiker says bonds include default risk that is diversifiable and thus

there can be no meaningful comparison between corporate bond costs and equity

costs. His observation, however, does not address the relevant issue.I
Q- WHAT IS THAT ISSUE, DR. ZEPP?

I
I
I
I

I
I
I

I
I

1
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5 A .
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25
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The relevant issue is whether the Baa bonds I used in my analyses or Treasury

bond rates provide more reliable estimates of the cost of equity. In cases five or

six years ago, I usually conducted risk premium analyses using government bonds

instead of corporate bonds. But, in the last several years, there has been a strong

demand for Treasury securities that has little to do with them being the "default-

free" bond of the textbooks. In part, government bonds have been demanded

because investors anticipated the government will be issuing fewer bonds and thus

institutions that have requirements for certain percentages of government bonds in

their portfolios have bid up the government bond prices. Also, with the drastic

drop in the stock market in 2001, the slow recovery from recession and other

investors concerns, there has been a "flight to quality" which has also bid up

demand to unusual levels.

Rebuttal Table 2 (Tab B) shows the spread between Baa corporate bond

rates and 10-year Treasury rates during the last two years is 50% higher than the

average spread from 1982 to 1998. Even though forecasters predict that spread

will be moving back toward levels experienced in the past, the higher relative

demand for Treasuries is expected to continue into the immediate future. For

purposes of constructing a risk premium analysis based on historical data from

1982 to 2002, the higher yield spread today and forecasted for the future creates a

problem. If the risk premium is based on an average of data for the 1982 to 1998

period, for example, that risk premium will be too small to combine with current

I
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I
I Treasury rates. Thus, combining current or forecasted rates for Treasuries with

such past realized premiums understates the cost or equity.

I Q. DO YOU HAVE ANY EVIDENCE THAT Baa CCRPORATE BOND

RATES ARE PREFERRED TO TREASURY RATES?

I

Yes. That evidence is presented in Rebuttal Table 3 (Tab B). I used updated data

from Table 22 presented in my direct testimony as the measure of the cost of

equity and ran statistical regressions to see if 10-year Treasury rates or Baa

corporate bond rates provided the better explanation of the dependent variable

(equity costs) considered in each analysis.

Q. WHAT DID YOU FIND?

I

I
I

I found that for the entire period 1982-2002 and for the most recent four-year

period, Baa corporate bond rates provide a better explanation of equity costs than

do 10-year Treasury rates. During the 8111 1982-2002 period, both measures of

interest rates provide good explanations of equity costs, but Baa rates do a better

job of explaining the level of equity costs (RZ = 84.5%) than do 10-year Treasury

rates <R2 = 82.0%). As expected, based on the known "flight to quality" in the

most recent four year period, the relative performance of 10-year Treasuries (R2 =

8.9%) compared to Baa rates (RZ = 18.3%) was much poorer than in the full 1982-

2002 period and Baa rates provide the stronger explanation of equity costs.

I
Q- WHAT DOES YOUR STUDY TELLS Us ABOUT COMPARING EQUITY

COSTS AND RISK PREMIUMS TO CORPORATE BONDS AND TO

TREASURY RATES?I

1

2

3

4

5 A .

6

7

8

9
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11 A .
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23 A.

24

25

26

It tells us that, contrary to Mr. Reiker's contention at page 51 of his direct

testimony, Baa bond rates are preferred to Treasury rates when making risk

premium estimates.

I
I
I
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Q- REFERRING TO PAGE 50, MR. REIKER SAYS THE CAPM SHOULD BE

RELIED UPON INSTEAD OF YOUR RISK PREMIUM APPROACHES.

DO YOU HAVE A RESPONSE?

Mr. Raker is wrong. I will discuss this issue in section IV, below.

6.

I
I
I
I
I
I
I
I
I
I
I
I

Q-

Other responses to criticisms of risk premium estimates

REFER TO MR. REIKER'S DIRECT TESTIMONY AT PAGE 53.

SHOULD ANY WEIGHT BE GIVEN TO STAFF'S "CONCERNS" WITH

THE RISK PREMIUM ANALYSIS YOU PRESENTED IN TABLE 21 ?

No. The data used to prepare Table 21, attached to my direct testimony, were

taken from a publicly available document I refer to in footnote "a" of Table 21.

That document was the work paper. I gathered additional information and

prepared Rebuttal Table 4 (Tab B) in response to ACC Staff's testimony. Rebuttal

Table 4 shows: (1) The water utilities in the CPUC sample are the companies in

Mr, Reiker's sample plus American Water Works. (2) The utilities in the CPUC

sample are seven of the companies in the group of utilities followed by C. A.

Turner Utility Reports. (3) On average, for the period 1991-2000, the seven water

utilities earned ROEs that were 48 basis points lower than authorized. The data in

Rebuttal Table 4 respond to Staffs concerns. It shows my estimate of the

difference between authorized and actual returns was 48 basis points instead of the

more conservative 40 basis points I used in my analysis.

Q- DO YOU HAVE ANY COMMENT ABOUT MR. REIKER'S REBUTTAL

OF THE RISK PREMIUM ANALYSIS YOU PRESENTED IN TABLE 22?

1

2

3

4  A .

5

6

7

8

9 A .

10
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23 A .

24

25

26

At lines 8-18 of page 42 of my direct testimony, I explained why it is appropriate

to consider authorized ROEs as measures of the cost of equity and pointed out the

FERC Staff has made such a determination in the past. I will not repeat that

testimony again.

I
I
I
I
I
I
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I
I Q. DO YOU HAVE ANY COMMENTS ABOUT MR. REIKER'S CRITIQUE

OF THE RISK PREMIUM ANALYSIS YOU PRESENTED IN TABLE 23?

I
I
I
I
I

Yes. Based on the data underlying Chart 6 on page 54 of Mr. Reiker's direct

testimony, the current natural gas utility beta is the same as the average beta over

the period shown in Chart 6. I do not agree that beta risk is the only systematic

risk that is relevant to investors, but if one limits consideration of risk to Mr.

Reiker's measure of risk, Mr. Reiker's Chart 6 supports the use of the risk

premium analysis I present in Table 23, attached to my direct testimony, and my

update of that analysis in Update Table 23 (Tab A). Based on Mr. Reiker's work

papers, beta risk for gas utilities is the same today as it has been, on average,

during the period the average risk premium was estimated.

I Q.

I
TURN TO PAGE 55 OF MR. REIKER'S DIRECT TESTIMONY. DO YOU

HAVE A RESPONSE TO HIS CRITICISM OF THE CAPM APPROACH

YOU PRESENTED AT PAGES 45-48 OF YOUR DIRECT TESTIMONY?

I Yes. I provide those comments in Section IV, below.

Q-

I
DO YOU HAVE A RESPONSE TO MR. REIKER'S DIRECT TESTIMONY

AT PAGE 57 REGARDING YOUR GENERAL OBSERVATIONS AT

PAGE 21 OF YOUR DIRECT TESTIMONY?

I
I
I

1

2

3 A.

4
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8
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15 A.
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19 A.
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24

25

26I

Mr. Reiker misstates my testimony. I compared authorized ROEs for Arizona

utilities during the period 1997 to 2001 (shown in my Table 7) to interest rates that

prevailed during the same period (my Table 6). This comparison showed that in

all but the most recent case, the authorized ROEs for Arizona utilities were in a

range of 10.5% to 12.0% when the interest rates were in a range of 7.22% to

8.37%. As shown in Rebuttal Table 1, such authorized ROEs in Arizona are in

line with the ROEs eamedand authorized for utilities in Mr. Reiker's sample of

publicly traded water utilities. Mr. Reiker argues that interest rates going back to

I
I
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1967 are of interest when they have nothing to do with the comparison I presented.

In the period prior to 1997, equity costs would have been higher when interest

rates were higher.

D. Arizona-American is more leveraged and should be authorized a risk
premium of at least 50 basis points to reflect its added financial risk

I
I
I
I

Q. PLEASE TURN TO YOUR COMMENTS ABOUT ARIZONA-AMERICAN

BEING MORE RISKY THAN PUBLICLY TRADED WATER UTILITIES.

BEGIN WITH YOUR ADJUSTMENT FOR THE COMPANY BEING

MORE LEVERAGED, DOES MR. REIKER DISAGREE WITH YOUR

APPROACH?

I

No. He does not f ind any fault with the Miller-Modigliani methodology I relied

upon, but argues the Hamada methodology he uses should be adopted. Both of the

methods Mr. Reiker and I present indicate Arizona-American requires a risk

premium for its above-average financial risk. To eliminate an issue, I adopt the 50

basis point adder to the cost of equity produced with Mr. Reiker's approach.

Q- LET'S TURN TO RUCO'S TESTIMONY, DR. ZEPP. DOES MR. RIGSBY

MAKE ANY ADJUSTMENT IN HIS EQUITY COST

RECOMMENDATION FOR ARIZONA-AMERICAN BEING MORE

LEVERAGED?

No.

1

2
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7

8

9

10

11 A .
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15
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20 A .
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22

23 A.

24

25

26

Q, ARE THERE PROBLEMS W ITH MR. RIGSBY'S ANALYSIS OF

LEVERAGE?

Yes. The first problem is that Mr. Rigsby compares capitalization ratios for his

three water utilities that include short-term debt with capitalization ratios for

Arizona-American that are based on permanent financing that does not include

short-term debt. He makes an apples to oranges comparison. Had he compared

I
I
I
I
I
I
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capitalization ratios for all utilities that were based on permanent capital - as Mr.

Reeker and I do ..- he would have found Arizona-American is more leveraged. See

Mr. Rigsby's direct testimony at pages 38 and 40 and Schedule WAR-10.

Second, short-tenn debt is used to finance construction work in progress and is

turned into permanent financing when those projects go into rate base. Leverage

considerations should be related to rate base. Third, short-term debt can vary

widely from time-to-time and thus does not provide a good picture of the

permanent level of financial risk being borne by the various utilities.

I
I
I
I
I
I
I
I
I

Q- SHOULD MR. RIGSBY'S EQUITY COST ESTIMATES BE ADJUSTED

FOR ARIZONA-AMERICAN BEING MORE LEVERAGED?

J

Yes. Mr. Rigsby's equity cost estimates should be increased by no less than the 50

basis point adder adopted by Staff to account for Arizona-American having above-

average financial risk.

Q. ARE THERE OTHER REASONS ARIZONA-AMERICAN SHOULD BE

PROVIDED A RISK PREMIUM ABOVE THE COSTS OF EQUITY

ESTIMATED FOR BENCHMARK WATER UTILITIES?

I
I

Yes. Arizona-Amen'can has additional business risks not faced by the water

utilities in their samples. I discussed those risks in my direct testimony at pages

20-21. To eliminate issues, however, I do not include a risk premium for such

added business risks.

111. IT is APPROPRIATE TO APPLY MY EQUITY COST To A FAIR VALUE
RATE BASE

1
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11 A .

12

13

14

15

16

17 A .
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25 A .

26

Q- PLEASE SUMMARIZE YOUR POSITION ON THE FAIR VALUE RATE

BASE ISSUE.

Arizona-American asked me to review certain published decisions of Arizona

appellate courts and express my opinion as an economist concerning the rate base

I
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I

I
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I

I
I

to which my cost of equity estimate should be applied. My review indicated the

Arizona Constitution and Arizona Supreme Court decisions require that a Fair

Value Rate Base ("FVRB"), not an original cost rate base ("OCRB"), be adopted

as the rate base when setting rates. The FVRB was defined by the Arizona

Supreme Court inthe Simms decision as the value of the properties "at the time of

inquiry", i.e., when rates are set, and not the value at the time of investment.

The goals of regulation are efficiency and equity. The goal of efficiency

means regulators attempt to set rates at the lowest level of costs that are consistent

with reliable service for customers while allowing the utility an opportunity to earn

a just and reasonable return. The goal of equity means that the utility is entitled to

an opportunity to earn a just and reasonable return on the value of its property that

it employs for the convenience of the public. In competitive markets, the

interaction of supply and demand forces prices to cost. In the case of monopoly

services, regulators replace the forces of competition and set prices to recover

those costs. In many states, rate base is based on costs at the time of investment

(i.e., original cost) and a reasonable rate of return is found by applying the cost of

capital (debt and equity) to the depreciated value of those original cost

investments. In Arizona, however, such original costs are not the basis for

ratemaking. In Arizona, the goal of equity requires application of the cost of

equity to a FVRB. Based on the Arizona Constitution and Arizona court decisions,

investors would expect that as the "value at the time of inquiry" increases or

decreases, that their dollar returns would increase or decrease to reflect the higher

or lower value of the dollars originally invested to provide service to ratepayers.
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DO ACC STAFF AND RUC() AGREE WITH YOUR ECONOMIC

INTERPRETATION OF REQUIREMENTS OF THE ARIZONA

CONSTITUTION AND ARIZONA SUPREME COURT DECISIONS?I

I
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No. Mr. Rigsby and Marylee Diaz Cortez firm RUCO disagree with me as do Mr.

Raker and Dacron Carlson of the ACC Staff.

I
I
I
I Q- MR. CARLSON STATES IT Is NOT THE NORMAL PRACTICE TO

CALCULATE REQUIRED OPERATING INCOME BY MULTIPLYING

THE COST OF CAPITAL TIMES THE FVRB AND THAT OFTEN

UTILITIES DO NOT EVEN SUBMIT RCND STUDIES. PLEASE PUT HIS

COMMENT IN PERSPECTIVE.

I
I

I

RCND studies provide a well-established measure of the value of investment at the

time of inquiry. It is my understanding that in past cases, when RCND studies

were submitted by a utility, the FVRB was usually detennined as an average of the

OCRB and RCND valuation. But in such cases, the return on FVRB was a sham -

the ROR was first determined on OCRB and then simply restated to be a lower (or

higher) return on FVRB. RCND studies are costly and complicate the rate case. If

the utility does not expect the ACC to authorize higher earnings than would be

received on an OCRB, it is not surprising for the utility to avoid the cost of the

RCND study and stipulate to the use of the OCRB as the FVRB .

I
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Q- MR. CARLSON STATES AT PAGE 7 THAT APPLICATION OF THE

COMPANY'S COST OF CAPITAL TO ITS RCND RATE BASE

OVERSTATES THE COMPANY'S REVENUE REQUIREMENT. DOES

IT?

No. In drawing such a conclusion, Mr. Carlson ignores the requirements of the

Arizona Constitution and decisions by the Arizona courts. As I read those court

decisions, the Company's revenue requirement includes multiplication of the cost

of capital times a FVRB. This methodology was commonly used during the first

half of the 20'" century, when fair value was the rule (and when Arizona's

Constitution was adopted). For example, in the Blue field Waterworks decision,

I
I
I
I
I
I
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I
I
I
I

I

I
I

which is still cited today as authority for what constitutes a fair return on rate base,

the U.S. Supreme Court stated:

Rates which are not sufficient to yield a reasonable return on
the value of the properly used at the time if is being used to
render the service are unjust, unreasonable and confiscatory,
and their enforcement deprives the public utility company of
its property in violation of the Fourteenth Amendment. This
is so well settled by numerous decisions of this court that
citation of the cases is scarcely necessary[.]

262 U.S. 679, 690 (1923) (italics added). In the next section of this decision in

discussing the rate of return on the utility's FVRB, the U.S. Supreme Court stated:

A public utility is entitled to such rates as will permit it to
earn a return on the value oihe properly which it em loysfor
the convenience of the Pu lie equal to that generally being
made at the same time and in the same general part of the
country on investments in other business undertakings which
are intended by corresponding, risks and uncertainties, but it
has no constitutional right to profits such as are realized or
anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility and should
be adequate, under efficient and economical management, to
maintain and sup ort its credit and enable it to raise the
money necessary ft the proper discharge of its public duties.I

I

262 U.S. at 692-93 (italics added).

The use of an RCND rate base is appropriate and consistent with the "fair

value" concept, which requires that the utility's plant and property be valued at the

time rates are set, as opposed to when the plant was originally constructed or when

the investment was originally made.

I Q-

I
AT PAGE 63 OF HIS TESTIMONY, MR. REIKER ARGUES THAT YOUR

PRCPOSAL WOULD PROVIDE A WINDFALL GAIN TO INVESTORS.

DOES IT?

I
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No. Mr. Reiter's statement presumes investors expect to am a return on the

I
original dollars invested. As I have explained above and in my direct testimony,

investors should not expect that to be the case. Based on the Arizona Constitution,

I
I
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I

I

Arizona court decisions and voters turning down changes in the Arizona

Constitution, investors should expect to earn a return on the "value of the property

used at the time it is being used," as the U.S. Supreme Court said in Blue field.

That dollar return will be either higher or lower - and would only be the same

return by accident ...- than the return earned on OCRB. The higher dollar return

resulting from Arizona-American having assets worth more than original cost less

an acquisition adjustment should be expected by investors, and thus there is no

windfall gain. At page 64 of his direct testimony, Mr. Reiker also argues that

unless OCRB is adopted to set rates, that a windfall gain (loss) would result. This

statement also ignores information available to investors, who would be familiar

with the "fair value" concept and be aware that in Arizona, such concept still

applies. In other words, the particular rate setting system in Arizona still employs

(or is supposed to employ) "fair value" in establishing a utility's rate base, and

investors presumably are aware of Arizona's system of regulation, just as they are

aware of the particular rate setting systems in other states.I
Q~

I
AT THE BOTTOM OF PAGE 63 OF HIS DIRECT TESTIMONY, MR.

REIKER ARGUES THAT YOUR PROPOSAL WOULD BE

CONFISCATORY IF IT RESULTS IN A LOWER RETURN. DO YOU

I
I
I

AGREE?

No. Again, investors should be aware that in Arizona, the Constitution and

Arizona court decisions could lead to changes in the value of rate base used to set

rates. At page 65, Mr. Reeker says that if there is a drop in the Company's RCND

rate base, the Company could not maintain its credit. For perspective, utilities

operating in states that use OCRB to set rates have had to write off investments

that had negative impacts on existing common stock investors. In such cases,
g
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I
I
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I
I common stock investors had one-time losses and costs of debt and equity may have

temporarily increased, but most of those utilities survived.

Q- M R . R E I K E R NOTES Y O U H A V E N O T M A D E T H I S

R E C O M M E N D A T I O N  F O R  O T H E R  A R I Z O N A  W A T E R  U T I L I T I E S .  D O

YOU HAVE A RESPONSE?

Yes. I was not asked to address this issue in other cases and had not read the

decisions I referenced in my direct testimony.

Q- P L E A S E  T U R N  T O  R U C O ' S  C O M M E N T S .  P L E A S E  B E G I N  W I T H  m s .

MA RY LE E  D IA Z  CORTE Z 'S  TE S TIMONY  A T P A GE  9  OF HE R D IRE CT

T E S T I M ON Y . DOES Y O U R I N T E R P R E T A T I O N O F T H E

R E QU IR E M E N T TO U S E  FV R B  " D OU B L E - C OU N T"  IN FL A T ION ?

I
I

I
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No. Determination of the FVRB requires the ACC to recognize the value of assets

used to provide service "at the time of inquiry". Possibly, the value of the assets at

the time of inquiry will be higher than the value "at the time of investment". If

that is the case, past inflation in plant costs could be determined by factors, such as

factors provided by Handy-Whitman indexes to determine the FVRB. Those

factors are entirely different than the forward-looking inflation factors of concern

to investors. Whatever inflation factors are in the costs of capital, they are investor

forecasts of the future - not the past. Moreover, those inflation factors in the cost

of capital are not plant specific, but would reflect the more general level of

inflation in the economy expected in the future. The fallacy in Ms. Diaz Cortez's

analysis is seen most clearly by examining a situation in which the value of the

plant at the time of inquiry is lower than original cost. In such a case, there would

be negative inflation (deflation) used to determine the FVRB, but the cost of

capital would still reflect the opportunity cost of capital and include positive

inflation, if that's what investors anticipate.

I
I
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Is THERE ANY MERIT IN Ms. DIAZ CORTEZ'S THREE

COMBINATIONS OF DIFFERENT RATE BASES AND DIFFERENT

RETURNS DISCUSSED AT PAGES 10 AND 11 OF HER TESTIMONY?

I

No. Her various combinations do not address the requirements of the Arizona

Constitution. At the bottom of page 10 and in her examples on page 11-12 of her

direct testimony, she suggests my proposal would overstate the revenue

requirement. Above, I have already explained why that is not the case. She

assumes the revenue requirement must be based on an original cost rate base even

though the Arizona Constitution and Arizona Supreme Court decisions like Simms

and US. West interpreting the Arizona Constitution say that is inappropriate. Prior

decisions involving the use of a FVRB, like Blue field Waterworks, appear to

regard the detennination of the FVRB and the rate of return on rate base as being

independent, not interrelated, as the quotations above indicate.

Q. PLEASE TURN TO MR. RIGSBY'S COMMENTS ON THIS ISSUE.

Mr. Rigsby addresses this issue at page 42 of his direct testimony. He expresses a

concern that the requirements of the Arizona Constitution, which have not been

recognized in the past, could lead to more rate increases than rate decreases. He

does not offer any reason, however, for ignoring the cost of service - as defined in

the Arizona Constitution - when setting rates in this state.

RESTATEMENTS OF RUCO AND ACC STAFF CAPM ESTIMATES

HOW Is THIS SECTION OF YOUR TESTIMONY ORGANIZED?

1 Q.
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4 A.
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21 Q.

22 A.

23

24
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26

Mr. Reiker and Mr. Rigsby implement the CAPM with different assumptions than

made in direct testimony. In this section of my testimony, I explain why the

CAPM approach I presented in direct testimony produces conservative estimates

of the cost of equity, discuss problems with the methods adopted by Mr. Reiter

I
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and Mr. Rigsby and present restatements of their CAPM results using long-term

Treasury rates as the risk-free rate.

The CAPM approaches adopted bV RUCO and ACC Staff understate
the cost of equity for water utilities

WHAT VERSION OF THE CAPM WAS USED BY MR. RIGSBY AND MR.

A.

Q.

REIKER TO MAKE THEIR CAPM ESTIMATES?

1

Both Mr. Reiker and Mr. Rigsby adopt a version of the CAPM written as

(1) Equity cost = RF + Beta [E(RM) - RF]

where the return for a Treasury security (RF) is adopted as the measure of the

required return for an asset with a beta of zero, beta is the risk of the utility relative

to changes in market returns, and [E(RM/, - RF ] is a market risk premium over

RF. This form of the CAPM is usually called the Sharpe-Lintner version of CAPM

after William Sharpe and John Lintier who originally derived it.

X

Q. ARE THERE MORE GENERAL SPECIFICATIONS OF THE CAPM?

Yes. The one I address in this testimony is usually called the "zero-beta" version

of the CAPM. It is written as

(2) Equity cost= RZ + Beta X [E(RM) - RZ],

where RZ is the return required by the asset with a beta of zero. In this more

general form of CAPM, RZ replaces RF as the risk-free asset. It is this more

general version of the CAPM that I had in mind when I adopted long-term

Treasury rates to make CAPM estimates in my direct testimony. I explain in

footnote 14 of my direct testimony that empirical tests of the CAPM have found

the zero-beta asset requires a higher return than Treasury-bills, the original value

adopted by scholars for RF.

Q. WHY Is THE VALUE FOR Re IMPORTANT?
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It is important because the choice of the return for the zero-beta asset will have an

impact on the cost of equity estimate. CAPM calls the relationship between

required returns (in a graph, on the vertical or "y" axis) and beta risk (on die

horizontal or "x" axis) a "Security Market Line" ("SML"). That SML will slope

upward to the right reflecting that as risk increases required returns also increase.

If RZ is larger than RF, the SML will be a flatter line than the SML of the original

Sharpe-Lintner version of CAPM and all stocks will have equity costs closer to the

cost of equity for an average risk stock. This means equity costs made for low beta

stocks (like water utilities) with the Sharpe-Lintner version of CAPM will be

biased downward.

Q- ARE THERE GOOD REASONS TO EXPECT Re Is LARGER THAN RF?

I

Yes. The Sharpe-Lintner model is based on an assumption that investors could

borrow and lend money at the Treasury bill rate. This is a strong assumption

because it is obvious that we can loan money to the Federal Government at the

Treasury bill rate by buying Treasury bills, however, we are all more risky as

borrowers than the Federal government and thus cannot borrow money at such a

low rate. Fischer Black presented several other reasons why the return required by

the zero-beta asset is above the return required for Treasury bills. (Fischer Black,

"Return and Beta," Journal of Portfolio Management, 8-18 (Vol. 20, No. 1, Fall

1993 p. 8-18).)

B. CAPM tests indicate the cost of equity for water utilities is higher than
is indicated bV the models used by Mr. Raker and Mr. Rigsbv
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Q- BASED ON T HE CAPM T EST S,  W HAT  I s  T HE DIF F ERENT IAL

BETWEEN RF AND Re?

Fame and MacBeth (Eugene Fame and James MacBeth, "Risk Return and

Equilibrium: Empirical Tests," Journal of Political Economy, 607-636 (May/June
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I

1973)), found the required return on the risk-free asset was equivalent to 7.32

percent per year when the average Treasury bill return was 1.56 percent per year

during the period studied. Professor William Sharpe reports these results in his

book Investments, at page 401 (Third Edition). Those results suggest that, on

average, the zero-beta return is expected to be 576 basis points above Treasury bill

returns, 476 basis points above intennediate-tenn Treasury security yields and 436

basis points above the return investors require for long-term Treasury securities.

These differences based on differences in equity risk premiums reported by

Ibbotson Associates in Table 9-1 of their 2003 SBBI Yearbook.

Fischer Black (1993) updated tests of the CAPM that he made with Jensen

and Scholes in 1972 with data for the periods 1931-1991 and 1966-1991. He

found a portfolio with a beta of approximately 0.5 required returns in excess of

what the traditional Sharpe-Lintner CAPM would predict of 1 percent and 3

percent, respectively. Those results imply a risk-free (zero-beta) asset requires a

return in the most recent period that is 600 basis points higher than the Treasury

bill return. (This result is found by extrapolating the excess returns of 3 percent

for a stock with a 0.5 beta back to the vertical axis to get 6 percent when beta is

zero. At a beta of 1.0, there is no bias.)
I
I
I
I
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Q- HAVE YOU USED THE INFQRMATIQN FROM THGSE TESTS OF

CAPM To RESTATE MR. RIGSBY'S AND MR. REIKER'S CAPM

ESTIMATES?

l
I

Yes. I have restated their results using forecasted values for long-term Treasury

rates expected during the period new tariffs are to be in effect. As I explained

above, such a restatement is expected to produce a conservative estimate of the

cost of equity because the CAPM tests indicate the return for the zero-beta asset is

higher than the return on long-term Treasury securities. Some analysts have
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I

I

I
l~

chosen long-tenn Treasury securities to implement the CAPM by noting that

investors price common stocks to reflect long-term returns and thus conclude that

the longest Treasury security returns are relevant for determining equity returns. A

better reason to make the choice is that empirical tests of the original CAPM

discussed above found that the required return for the zero-beta asset is higher than

either Treasury bill rates or intermediate-term Treasury rates. Also, the Treasury

rate should be for the future, not 2003. My restatement of Mr. Reiker's CAPM

results are shown below:

Mr. Reiker (water utilities):

Equity cost = 5.6% +

Equity cost = 5.6% +

.59 X 7.0%

.59 X (17.9%-5.6%)

9.7%

12.9%
/

Average 11.3%

I
I
I
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I
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Mr. Reiker (gas utilities):

= 5.6% + .69 x 7.0% 1.0%

5.6% + .69 x (17.9%-5.6%) -

9.4%

13.1%

Average 11.3%

The 7.0% market risk premium in the restatement of Mr. Reiker's CAPM

results is from the same table Mr. Reeker relied upon for his premium above

intermediate-term rates, but is for the long-term equity risk premium. The

forecasted value for the long-term Treasury rate of 5.6% is an average ofthe Blue

Chip consensus forecast of Treasury rates for 2004 and 2005. As I explained

above, the use of "actual" current Treasury rates will understate the cost of equity

during the period new rates for Arizona-American will be in place.

Mr. Rigsby presented both an arithmetic long-term average and a geometric

long-tenn average market return to estimate a range of CAPM returns. He relies,

Equity cost

Equity cost 1.0%
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I
however, on the arithmetic return. Restating his analysis with the long-tenn

Treasury rates as the proxy for the zero beta asset, the indicated equity cost is

Mr. Rigsby (water utilities):

Equity cost = 5.6% + .63 x (12.2% - 5.6%) 9.8%

I
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I
I

1

2

3

4

5

6

7

8 A .

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Q- AT PAGE 56 OF HIS DIRECT TESTIMONY, MR. REIKER SUGGESTS

THAT STAFF'S CAPM APPROACH ALREADY CORRECTS FOR THE

BIAS FOUND IN THE CAPM TESTS. DO YOU HAVE A RESPONSE?

I
I
I
I
I
I
I
I
I

Yes. At page 56 of his direct testimony, Mr. Reeker contends that the studies I

provided in response to their data request cannot be compared to the Staff

approach because Staff uses intennediate-term Treasury rates (not T-bills) and

Value Line adjusted betas (that are closer to the average beta of 1.0 than are the

statistical estimates of "raw" betas). Value Line adjusts statistical estimates of

betas to be closer to the market average beta of 1.0 to provide more accurate

forecasts of betas in the future. The original tests of CAPM were made with

portfolios of betas that were not adjusted. Mr. Reeker says I have not shown that

the Value Line adjusted betas together with the use intermediate-tenn Treasuries

does not offset the bias reported in the CAPM tests. I have three responses to him.

First, the numbers below show the bias remains. With (1) forecasted values

for the intermediate-term Treasury rates, (2) an assumption that the results of the

Fama and MacBeth tests of CAPM provide a reasonable basis to determine the

current additional return required by the zero-beta asset and (3) assuming - as

Staff assumes -. that an unadjusted Value Line beta (of 358) is comparable to the

portfolio betas used in the CAPM tests, Mr. Reiker's CAPM approaches produces

an average equity cost that is biased downward. Mr. Reiker presents two

approaches and takes an average of those estimates:

First method (long-tenn average market risk premium):

I
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8- Mr. Reiter's approach: 4.55%
Zero beta approach: 9.31%

Second method (current market risk premium):

+
+

.59 X

.358 x
7.4%
2.6%

8.9%
10.3%

+
+

13.4%
8.6%

I
I
I
I
I
I

Mr. Reiker's approach: 4.55% .59 X 12.4%
Zero beta approach: 9.31% .358 x 12.4%

Average of two equity cost estimates made with CAPM:

Mr. Reiker's approach: 8.9% + 12.4%)/2 = 10.65%
Zero-beta approach: 10.3% + 12.4%)/2 = 11.35%

Based on these calculations, Mr. Reiker's approach understates the cost of equity

indicated by the zero-beta approach by 70 basis points (11 .35% - 10.65%).

Second, Fischer Black (1993, page ll) revisited the CAPM tests he made in

1972 in Black Jensen and Scholes ("BJS") and chose to use the same methods used

by BIS in their original study. He found the zero-beta version of the CAPM

should be adopted. Black certainly knew about the method Value Line and others

used to adjust betas but did not say that making such adjustments would eliminate

the need to use the zero-beta version of the CAPM .

Third, statistical estimates of betas for small utilities (such as water utilities)

are expected to be biased downward when weekly returns are used to make the

beta estimates. Value Line uses weekly returns to make beta estimates. Mr.

Reiker's CAPM approach for water utilities does not adjust for this expected

negative bias in beta estimates. I discussed this issue in my direct testimony at

page 46.

c .
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Q-

Other observations about implementation of the CAPM

DO YOU HAVE ANY OTHER OBSERVATIONS ABOUT CAPM?

Yes. There are problems deciding how to implement the model, problems with

making estimates of betas and market risk premiums, and problems with deciding

what value to adopt for the risk free (zero-beta) asset. Based on my experience,

I
I
I
I
I
I
I
I
I
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most regulatory jurisdictions do not give CAPM much weight when determining

equity costs. One of the few regulatory commissions that gave CAPM any weight

was the Oregon PUC. Recently, however, the Oregon PUC Staff abandoned

presenting equity cost estimates based on the CAPM altogether.

The preferred method to implement the CAPM is to estimate the equity

costs with the risk premium models I presented in my direct testimony, as updated

herein. With that approach, the estimated company risk premium provides adirect

estimate of the risk premium relevant for a utility. It implicitly includes the term

(beta times the [E(RM) - RZ ] ) and any other compensation required by investors.

With this approach, there is no need to estimate betas or market risk premiums,

and there is no reason to determine if "beta risk" is the only risk of relevance to

investors holding shares of water utilities. It is a simpler and less subjective

approach.

r

Q- HAVE EITHER MR. REIKER OR MR. RIGSBY PRESENTED ANY

EVIDENCE THAT THE BETA FOR ARIZONA-AMERICAN Is THE

SAME As THE AVERAGE BETA FOR THEIR SAMPLES OF WATER

UTILITIES?

No, they have not. Arizona-American is not publicly traded and thus does not

have a beta estimated with market data.

Q-
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YOU MENTIONED PROFESSOR SHARPE WHO WAS ONE OF THE

SCHOLARS WHO ORIGINALLY DEVELOPED THE CAPM. WHAT

HAS HE HAD TO SAY ABOUT THE EMPIRICAL RESEARCH THAT

INDICATES THE ZERO-BETA VERSION OF CAPM PROVIDES A

BETTER EXPLANATION OF STOCK PRICES?

J

Professor Sharpe has agreed with those findings and has included them in his text

Investments. Sharpe reports in both his original textbook (e.g., Sharpe,

I
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I
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Investments, 176 (3l'd ed., l985)), and in a recent update of that textbook (Sharpe,

Alexander and Bailey, Investments, 246 (681 ed., l999)) that major tests of the

model have found that the expected return on the risk-free asset is higher than

what the original CAPM predicted. For example, Sharpe concluded that:

I Many organizations that estimate the SML generally find that
it conforms more to the zero-beta CAPM than to the original
CAPM.

Investments, 247 (6"' ed. 1999).

Q, IF INVESTORS EXPECT RELATIVELY Low INFLATION AND Low

INTEREST RATES, WHAT is THE IMPACT ON THE MARKET RISK

PREMIUM?I
I
I

The market risk premium is expected to increase. This conclusion is consistent

with Gordon and Halpem's theory and empirical studies that I discussed in my

direct testimony. To be conservative, I have not adjusted upward Mr. Raker's or

Mr. Rigsby's average market risk premium estimates to reflect such an expected

increase.I
Q- WHY DID YOU USE FORECASTED TREASURY RATES IN YOUR

RESTATEMENT?I
I
I
I
I
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In presenting updates of risk premium approaches, I explained why forecasted

interest rates, not current 2003 rates, are appropriate to determine Arizona-

American equity costs when Arizona-American cannot reasonably expect new

rates to be in place before next year. The equity cost of relevance in this case is

Arizona-American's cost of equity when the new rates are approved and applicable

to utility service. Blue Chip conducts surveys of economists and reports their long-

term forecasts every six months. Based on the most recent Blue Chip consensus

forecast, long-term Treasury rates are expected to average 5.6% during the next

two years and intennediate-term Treasury rates are expected to average 4.55%.

I
I
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RESTATEMENTS OF RUCO AND ACC STAFF DCF EQUITY COST
ESTIMATES

Q-

A. Restatements of Mr. Raker's DCF approaches

HAVE YOU RESTATED MR. REIKER'S DCF EQUITY COST

ESTIMATES?

Yes. Rebuttal Tables 8 and 9 (Tab B) provide the restatement of Mr. Reeker's

multi-stage DCF equity cost estimates and Rebuttal Tables 10 and 11 (also at Tab

B) provide a summary of my restatements of all of his equity cost estimates for

water and gas utilities.

Q_

1. The constant growth DCF model requires a realistic long-term
average growth rate

PLEASE BEGIN W ITH YOUR CCMMENTS ABOUT MR. REIKER'S

CONSTANT GROWTH DCF ANALYSES. FOR PURPOSES OF YOUR

RESTATEMENT, HAVE YOU ADOPTED MR. REIKER'S DIVIDEND

YIELDS BASED ON SPOT PRICES?

Yes. I do not believe spot prices should be adopted to compute dividend yields,

but, for purposes of my restatement of his DCF equity cost estimates, I have

adopted Mr. Raker's numbers.

Q, DO YOU HAVE ANY CONCERNS WITH THE GROWTH RATES HE

ADOPTS FOR HIS CONSTANT GROWTH DCF ESTIMATES?

1 v.
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5 A.
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24
25
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Yes. Rebuttal Table 5 (Tab B) shows that in the period 1992-1995, analysts"

forecasts of growth for water utilities were comparable to past growth in DPS,

EPS, and sustainable growth. In effect, analysts concluded future growth would be

much as it was in the past. But in the more recent period 2002-2003, that is no

longer the case. Now analysts expect more rapid growth in the future than in the

past. `

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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I
I
I
I
I
I

I
I
I
I
I
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When an industry is in transition and companies within that industry are in

the process of attempting to increase their financial strength, as is the case with the

water utility industry, the absolute worst indicator of future growth to use with the

constant growth DCF model is past DPS growth or near-temi forecasts of increases

in DPS. In fact, that evidence combined with evidence that EPS growth has been

and is expected to be more rapid than DPS growth provides investors a basis to

expect higher growth in the future. Many water and natural gas utilities have

chosen to increase dividends more slowly than earnings are growing. EPS growth

is also expected to grow much faster in the future than DPS. Mr. Reiker reports

that has been the ease in Schedules JMR-3 and JMR-l4. Such choices have been

made by the utilities to increase financial strength and to get their finances in order

for the future. In particular, water utilities have sought to increase their financial

strength in an era of mergers, acquisitions and a future expected to require massive

amounts of new capital to fund replacement of an aging infrastructure and

construct new facilities required by the EPA, as discussed in Value Line in August

2003 (see Exhibit TZ-3). Such delays in DPS increases improve the prospects for

long-term dividend growth as the utilities increase their retention ratios and set the

stage for higher sustainable growth.

Mr. Reiker correctly reports that both the water utility sample and natural

gas utility sample are expected to have EPS growth that will exceed DPS growth.

For the water utility sample, EPS growth is expected to be 3 times faster than DPS

growth. In the case of the gas utilities, EPS is expected to grow 6 times faster than

DPS. See Schedules JMR-3 and JMR-14. As the utilities improve their earnings

retention ratios (as EPS grows faster than DPS), investors would recognize that the

utilities will be able to grow dividends much faster in the future than in the past.

Investors look forward - not backward .- and would realize the forecasts of slow

I
I
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I
I near-term growth of DPS and past slow growth in DPS are the result of actions

taken by the utilities to prepare for the future and that such differential growth in

EPS and DPS allows higher dividend growth in the future.

Q- DO YOU HAVE ANY EVIDENCE TO SUPPORT THAT CONCLUSION?

Yes. Rebuttal Table 6 (Tab B) shows that, in the last 5 years, average prices for

water utility stocks have increased faster than EPS, DPS and book values. The

more rapid growth in prices supports my conclusion that investors expect more

rapid growth in the future than the past. Otherwise, they would not bid up the

price of the stock.

Q. WHAT DOES THIS LEAD YOU TO CONCLUDE ABOUT THE USE OF

DPS GROWTH AS A MEASURE OF GROWTH IN THE CONSTANT

GROWTH DCF MODEL?

It leads me to conclude knowledgeable investors relying on the constant-growth

DCF model would not use past DPS growth or forecasts of near-term DPS growth

to determine growth. Thus, DPS growth should not be included in the average of

estimated growth rates used to make equity cost estimates for water and gas

utilities with the constant-growth DCF model.
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Q- ARE THERE OTHER REASONS NOT To INCLUDE PAST DPS

GROWTH?

Yes. In a number of places in his testimony, Mr. Reiker acknowledges Professor

Myron Gordon to be an authority on the DCF model. Dr. Gordon wrote an article

with two other authors (Gordon, Gordon and Gould, "Choice Among Methods of

Estimating Share Yield," Journal of Portfo l io Management (Spring l989))

("GG&G") in which he found analysts' consensus forecasts of future EPS growth

provided better estimates of DCF growth than did past BR growth, past DPS

growth and past EPS growth. In reaching that conclusion, GG&G say:

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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[T]he superior performance by [forecasts of earnings growth]
should come as no surprise. All four estimates of growth rely
upon past data, but in the case of [forecasted earnings growth]
a larger body of past data is used, filtered through a group of
security analysts who adjust for abnormalities that are not
considered relevant for future growth. [GG&G, page 54.]

To the extent that the past is relevant to the future, it is already in analysts'

forecasts.

Q, AT PAGE 45, MR. REIKER STATES HISTORICAL GROWTH RATES

ARE RELEVANT FOR A DCF ANALYSIS. DO YOU HAVE ANY

OBSERVATIONS ABOUT HIS POINT?

Yes. Mr. Reiker has failed to recognize Professor Gordon's point that historical

growth would already have been taken into account by professional analysts when

they make their forecasts. Thus, to the extent that the analysts have already taken

historical growth into account in their own forecasts, Mr. Reiker's approach

double-counts the past. Worse yet, with respect to past DPS growth, it gives

weight to a slow growth rate that, when combined with more rapid EPS growth,

actually provides a harbinger of future growth that is expected to be much faster.

Analysts are expected to provide unbiased forecasts of the future and to have

already taken the past into account. Also, as long as investors expect EPS to grow

more rapidly than DPS, the earnings retention ratio and thus potential growth from

internal sources will increase. In such a situation, investors would not view near-

term DPS growth as an indicator of average constant growth over the life of the

security.
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Q- DO YOU HAVE ANY EVIDENCE THAT PAST DPS GROWTH AND

NEAR-TERM FORECASTS OF DPS GROWTH PRODUCE BIASED

ESTIMATES OF THE COST OF EQUITY?

I
I
I
I
I
I
I
I
I
I
I
I
I|

I
I
I
I
I

-45_



I
I
I
I
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I
I

3.47%

3.47%

+

+

2.5%

2.9%

6.0%

6.4%
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Yes. Any "method" used to estimate the cost of equity should provide an equity

cost estimate that exceeds the cost of Baa bonds by a reasonable margin. Rebuttal

Table 7 (Tab B) compares authorized returns in Arizona to Baa rates to determine

a minimum reasonable margin that is consistent with past decisions. In making

this analysis, I assume .- as I did in the analysis in Table 22 - that Baa rates eight

months prior to the order date provide a reasonable proxy for the level of interest

rates considered during the proceeding. Rebuttal Table 7 shows the ACC has

found margins above Baa rates of between 215 basis points and 466 basis points to

be reasonable in the past, thus a margin smaller than the smallest past margin is

inconsistent with past determinations of the ACC. Applying an equity cost

estimation method to determine the equity cost for any particular utility in a sample

might lead to an equity cost that produces less than a 215 basis point margin above

Baa debt, but if the method is a reasonable approach, the data for the whole sample

should exceed a floor of 9.25% (the expected Baa rate in 2004 of 7.1% plus the

smallest past margin of 2. l5%).

Schedules JMR-8 and JMR-19 report sample average dividend yields for

the water and gas utilities Mr. Reiker uses in his constant growth DCF model of

3.47% and 4.97%, respectively. Combining those dividend yields with past and

forecasted DPS growth rates from Schedules JMR-3 and JMR-14 produces equity

cost estimates that don't make any sense. They are as follows:

Water Utilities:

Past DPS growth

Projected DPS growth

Gas Utilities:

Past DPS growth

Projected DPS growth

4.97%

4.97%

+

+

2.2%

1.4%

7.2%

6.4%

I
I
I
I
I
I
I
I
I
I
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Three out of four of the implied equity costs are below the forecasted cost

of Baa bonds for 2004 of 7.1% and none of those DCF estimates comes even close

to the bottom of the range based on past decisions of 9.25%.

I
I
I
I
I

Q~ HAVE YOU RESTATED MR. REIKER'S CONSTANT-GROWTH DCF

EQUITY COST ESTIMATES WITHOUT INCLUDING PAST DPS

GROWTH AND NEAR-TERM DPS GROWTH IN THE AVERAGE

GROWTH RATES?

Yes. The restatements are as follows:

Equity cost water = 3.47% 6.13% 9.6%

Equity cost gas - 4.97% 5.95% 10.9%

Mr. Reiker reduces the estimate for the gas utilities by 100 basis points to 9.9%.

The revised growth rates are the averages of 10-year EPS growth, projected EPS

growth, 10-year intrinsic (sustainable) growth and projected intrinsic (sustainable)

growth for the water and gas utilities reported by Mr. Reiker at Schedules JMR-5

and JMR-16, respectively. An equity cost for Arizona-American requires the

addition of 50 basis points to the estimates for the water utilities sample, thus the

indicated cost of equity range for Arizona-American based on his constant growth

DCF model is l0.1% to 10.4% .

+

+

2. Mr. Reiker's multi-stage DCF model requires a second stage
based on data for the utilities, not the economy as a whole

I
I
I
I
I
I
I
I
I
I
I
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Q. PLEASE TURN TO MR. REIKER'S MULTI-STAGE DCF MODEL.

WHAT DID HE DO?

Mr. Reiker implemented a two-stage DCF model in which he assumes investors

would look at dividend growth for five years (stage-1 growth) and then adopt a

growth rate for the economy as a whole for the terminal growth rate (stage-2

growth). He solves for the internal rate of return that makes the current price equal

I
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I to Value Line's forecasts of dividends for the first year, dividends for the next four

years based on Value Line forecasts of DPS growth and dividends after that first

five year period that grow at the terminal growth rate.

Q- HAVE YOU RESTATED HIS MODEL ?

I

I
I
I

I
I
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Yes. I have restated his analyses for both the water and the natural gas utilities

with a three-stage growth model that incorporates Mr. Raker's estimates of

dividend growth, intrinsic growth and terminal growth. The results of my

restatements are shown in Rebuttal Tables 8 and 9 (Tab B).

Knowledgeable investors expect the relatively slow near-term growth in

DPS will be rewarded by higher future growth as the utilities gain financial

strength from growing their earnings retention ratios. A multi-stage growth DCF

model should incorporate this reasonable expectation of investors and not

immediately go to a f inal stage growth rate that has nothing to do with the

improved financial strength of the utilities. Also, the multi-stage DCF model

should be internally consistent with the Value Line forecasts Mr. Reiker relies

upon to forecast initial DPS growth. Value Line provides forecasts of intrinsic

growth (Mr. Rigsby and I call this growth, "sustainable growth") for the period

2006 to 2008. Mr. Reiker presumes Value Line forecasts of DPS growth are

relevant to investors for 2007 and 2008 when investors have better data available.

Investors relying on Value Line forecasts would more logically assume Value Line

forecasts of intrinsic growth for the 2006-2008 would be relevant for a number of

years following 2006. Mr. Reiker's construction of the multi-stage growth model

totally ignores those important forecasts of intrinsic growth. In my restatement,

have assumed Mr. Reiker's estimates of projected intrinsic growth from Schedules

JMR-4 and JMR-15, for water and gas utilities, respectively, to determine second-

stage growth for ten years following 2006 (2007-2016). My third stage growth

I
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I
I rate is the same as Mr. Reeker's second stage growth rate but starts in 2017 instead

of year 6 as is assumed by Mr. Raker.

Q- HOW DID YOU DETERMINE PROJECTED INTRINSIC GROWTH FOR

CONNECTICUT WATER SERVICE, MIDDLESEX WATER AND SJW

CORP?

I I used the method Mr. Reiker used to estimate DPS growth for those utilities. He

assumed the average of DPS growth rates for American States, California Water

and Philadelphia Suburban provided a reasonable forecast of the DPS growth rate

investors would expect for the remaining three. In making my multi-stage

analysis, I adopted Mr. Raker's approach to estimate initial DPS growth as well as

subsequent intrinsic (sustainable) growth.

I
I Q, PLEASE SUMMARIZE HOW YOUR MODEL DIFFERS FROM HIS.

I
I

I have added a second stage that recognizes both the Value Line forecasts of initial

DPS growth and subsequent forecasts of intrinsic growth. My second stage

growth is internally consistent with the Value Line forecasts of DPS and EPS from

2003 to 2006. In making my restatement, I have used Mr. Reiker's estimates of

stock prices, next year's DPS estimates, initial DPS growth, intrinsic growth rates

and the terminal growth rate of 6.5% he adopts. All of the data that I have used

come from Mr. Raker's own tables. When Value Line did not provide a forecast, I

adopted Mr. Reiker's approach and assumed the average for the other water

utilities was expected for the ones for which there was no forecast.

Q- WHAT ARE THE RESULTS OF YOUR RESTATEMENT OF HIS MULTI-

STAGE DCF MODEL?

J
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My results are shown in Rebuttal Tables 8 and 9 (Tab B). For Mr. Reiker's water

utilities sample, the average equity cost estimate is 10.1%. I perfonned a

comparable analysis for his natural gas utilities sample. For the natural gas

|
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I
I utilities, the average equity cost estimate is 1l.l%. Mr. Reiker reduces the gas

utilities equity cost estimate by 100 basis points, thus the proxy estimate of the

less-leveraged water utilities benchmark cost of equity made with data for the gas

utilities is also l0.l%. Adding the 50 basis point risk premium for financial risk to

those restated equity cost estimates, indicates a cost of equity for Arizona-

American of l0.6%.

Q, HAVE YOUR PREPARED A SUMMARY OF YOUR RESTATEMENTS OF

MR. REIKER'S CAPM AND DCF EQUITY COST ESTIMATES?I
Yes, I have. Rebuttal Tables 10 and ll (Tab B) summarize my restatements of his

estimates for water utilities and gas utilities estimates, respectively.

I Q-

B. Restatements of Mr. Ri2sbv's DCF approaches

PLEASE TURN To YOUR COMMENTS ABOUT MR. RIGSBY'S DCF

APPROACH. WHAT ARE YOUR PRIMARY CONCERNS WITH HIS

ANALYSIS?

I address two concerns. First, Mr. Rigsby agrees with me that VS growth (external

growth) and BR growth (internal growth) should be recognized when determining

sustainable growth rate estimates. He has, however, adopted estimates of "S" (the

stock financing rate) that will understate values of VS growth investors could

reasonably expect from water utilities. Second, he has underestimated BR growth

(growth from internal sources). As a result, he has understated growth and the

DCF equity cost estimates. If an estimate of growth used in the DCF model is less

than investors expect, the DCF equity cost will be too low.
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HOW DOES THE SAMPLE OF WATER UTILITIES HE USES TO

DETERMINE DCF EQUITY COSTS COMPARE TO THE ONE YOU

USED?

He uses the three large water utilities (out of four) I adopted for my analysis.

I
-50-



I
I

Q. FIRST, HOW DO MR. RIGSBY'S ESTIMATES OF BR GROWTH FOR

HIS THREE UTILITIES COMPARE TO YOUR ESTIMATES OF BR

GROWTH?

His estimates of BR growth are 20, 45 and 110 basis points lower than my updated

estimates. His estimates are based on his review of data presented in Schedule

WAR-6 and his judgment. The data in WAR-6 includes BR growth rates based on

data reported by Value Line (in column C of WAR-6) that Mr. Rigsby has not

adjusted to recognize the Value Line convention of reporting ROEs on an end-of-

year basis. It is more appropriate to restate the growth rates to a mid-period or

beginning-of-period basis. To be conservative, I adopt the mid-period basis to

make my equity cost estimates.

Q- HOW DO MR. RIGSBY'S ESTIMATES OF BR GROWTH COMPARE TO

MR. REIKER'S PROJECTED BR GROWTH RATES?

The estimates of projected BR growth reported by Mr. Raker in Schedule JMR-4

are also higher than the BR growth rates Mr. Rigsby adopts. In  one of  my

restatements of Mr. Rigsby's DCF results, I have adopted the estimates of

projected VS and BR growth reported by Mr. Reiker on his Schedule JMR-4.

1

2

3

4 A .

5

6

7

8

9

10

11

12

13

14 A .

15

16

17

18

19

20

21 A .

22

23

24

25

26

Q- TURN TO MR. RIGSBY'S ESTIMATE OF vs GROWTH. EXPLAIN

YOUR CONCERNS WITH HIS ESTIMATES OF THE STOCK

FINANCING RATE cases?

The approach Mr. Rigsby has taken underestimates the stock-financing rate that

rational investors would anticipate. Rebuttal Table 12 (Tab B) shows recent past

growth in shares and forecasted future growth in the number of shares as well as

Mr. Rigsby's estimates. Mr. Rigsby's average estimate of S of 1.0% is less than

either the average of past or the average of future estimates of share growth Mr.

Rigsby reports in Schedule WAR-6. For my first restatement of Mr. Rigsby's DCF

I
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I

estimates, I have adopted his estimates of fuMe groW in shares from Schedule

WAR-6 column F to compute VS growth. This is the only change in the numbers

Mr. Rigsby used to make the DCF estimate. With this change alone, his DCF

equity cost estimate for the less-leveraged water utilities increases to l0.l%. See

Panel A of Rebuttal Table 13 (also at Tab B). The revised estimates of S and VS

growth are developed in Rebuttal Table 12 and the restatement of his DCF

estimate with the revised value for VS growth is shown in Panel A of Rebuttal

Table 13. Arizona-American is more leveraged and thus requires an equity return

ono less than l0.6%.

ARE THERE PROBLEMS W ITH THE FORMULA HE USES TO

COMPUTE V?

Yes. In estimating V, Mr. Rigsby substitutes his opinion for market data. He

opines that ultimately, investors would expect stock prices for regulated utilities to

drop to book value (Rigsby Direct, page 16). Thus, instead of using the market

prices to determine V called for in a market model, Mr. Rigsby uses an average of

the observed market-to-book ratio and a hypothetical market-to-book ratio of 1.0

to compute his estimate of V in VS growth. When the market-to-book ratio is 1.0,

V is estimated to be zero and VS growth is also estimated to be zero. If  one

adopts the concept Mr. Rigsby espouses, it has the effect of assuming investors

expect one-half as much VS growth as is revealed by market data.
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Q~ SHOULD MARKET PRICES MOVE TOWARD BOOK VALUES IF A

UTILITY'S AUTHORIZED RETURN Is EQUAL TO THE COST OF

EQUITY?

Not necessarily. I discuss this issue at pages 30 to 33 of my direct testimony and

do not repeat that testimony again. Mr. Rigsby did not explain why he disagreed

with the points I raised. Table ll of my direct testimony shows the average
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market-to-book ratios for water utilities followed by C. A. Turner Utilities Reports

has been above 1.0 since at least 1991.
I
I
l
I

Q- DID YOU PREPARE A SECOND RESTATEMENT OF MR. RIGSBY'S

DCF APPROACH?

Yes. For this restatement, I relied upon the forward-looking estimates of BR

growth and VS growth Mr. Reiter presents in Schedule JMR-4 and Mr. Rigsby's

estimates of dividend yields. Panel B of  Rebuttal Table 13 shows that if

sustainable growth is based on Mr. Raker's data and not the flawed VS growth

and lower BR growth that are based largely on Mr. Rigsby's unsupported opinion

that stock prices will drop to book value, the cost of equity for less-leveraged

water utilities is 10.9% and the indicated equity cost for Arizona-American is

ll.4%.

I
I
I

Q» HAVE YOU PREPARED A TABLE THAT SUMMARIZES YOUR

RESTATEMENTS OF MR. REIKER AND MR. RIGSBY'S EQUITY COST

ESTIMATES?

I
Yes, those restatements are shown in Rebuttal Table 14 (Tab B). Based on those

restatements of their estimates, Arizona-American's cost of equity falls in a range

of 10.1% to 11.8% at this time.

Q. DOES THIS COMPLETE YOUR PREFILED REBUTTAL TESTIMONY?
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Beta Risk of Gas and Water Utilities Samples

Arizona-American Water Company

Update Table 4

838481 4

"up~:e*Fr£

8

e <.

Gas Distribution Utilities
1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 nw Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

Average

0.75
0.65
0.65
0.60
0.75
0.70
0.65
0.68

0.60
0.55
0.55
0.60
0.70
0.60
0.60
0.60

Water Utilities
1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp

Average

0.65
0.60
0.70
0.50
0.61

0.65
0.60
0.60
0.55
0.60

0.066

7.0%

0.00
7.0%

Difference in average betas

Market Risk Premium-°'
Indicated difference in
cost of equity (basis points) 46 O

Sources:
_of
_b/
_c/

Value Line Summary & Index, September 12, 2003.
Table 4 of Zepp Direct Testimony.
Ibbotson Associates, SBBI Year Book, Table 9-t .

9/29/03
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Average Dividend Yields for Water Utilities Sample

Arizona-American Water Company

Update Table 8
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1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp

3.39%
4.01 %
2.31%
3.37%

$0.88
$1 .12
$0.55
$2.84

$28.95
$31 .40
$25.09
$87.00

$23.50
$25.20
$22.85
$81 .50

Average 3.27%

Notes and Sources:
_a/ Dividends paid during last 12 months (as of August 31, 2003)
_b/ Prices during the last 3 months as of August 31, 2002.
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Estimates of Sustainable Growth for the Water Utilities Sample
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Update Table 9

==a= r
»r

3: ~~ff~

~3

0.47
0.39
0.52

10.0%
10.5%
15.0%

4.8%
4.2%
8.1%

1.0%
2.1%
3.3%

5.8%
6.4%
1 1.4%

1 American States
2 California Water
3 Philadelphia Suburban

4 SJW Corp-9' 0.48 10.6% 5.3% 0.0% 5.3%

Average of column 0.47 11.5% 5.6% 1.6% 7.2%

Notes and Sources:
_a/ Based on Value Line forecasts of DPS and EPS for the period 2006-2008

published at August 1, 2003 or past retention ratios.
_bl Value Line forecast of ROE if available, otherwise past average earned ROE.
_CJ BR growth adjusted for year-end ROE forecast by Value Line.
_d/ Estimated VS growth derived in Update Table 10.
_el Based on historical information for 1996-2002 reported by Value Line.
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Arizona-American Water Company

Update Table 10

Estimate of Expected VS Growth for Water Utilities Sample

Stock
Financing

Rate (s) a/

(a)

l` -K
.tio-b'

(b)
v

(0)

vs
grow .

(d)

1 American States
2 California Water
3 Philadelphia Suburban
4 SJW Corp

2.19%
4.17%
4.97%
0.00%

1.85
2.04
3.03
1 .62

1.01%
2.12%
3.33%
0.00%

Average of Column 2.14 0.51

0.46
0.51
0.67
0.38

1.61%

Notes and Sources:
_af From Value Line data reported August 1, 2002.
_b/ As reported by C. A. Turner in September 2003.
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Analysts' Forecasts of Future Earnings Growth for Water Utilities Sample

Arizona-American Water Company
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Update Table 12

"R . \

. r
e?

1 American States
2 California Water
3 Philadelphia Suburban

3.0%
3.0%
10.0%

4.5%
9.0%

10.0%
4 SJW Corp _c/

6.0%
9.0%

10.0%
_dl

I
I
I
I
I
I
I
I
I
I
I

Averages: 5.3% 8.3% 6.8%

Notes and Sources:
_a/ As reported by Thompson/First Call provided by Yahoo Finance, Sept 11, 2008.

_b/ Value Line forecasts as of August 1, 2003.

_c/ No forecast reported by either Thompson/First Call or Multex on September 11, 2008.

_d/ Value Line does not provide forecasts for SJW Corp.
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DCF Equity Cost Ranges Estimated for Water Utilities
Sample and Arizona-American Water

Arizona-American Water Company
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Update Table 13
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. I
-xi . . -

\ f ws .:; .
.Ki '=~4-." 1 ;  '  . . | . v

; . 2 .,. , .
4 .

* J. . f

- `
v

3

>

E 1
X a§»3»~ "

.as4

e

3-Month Dividend Yield 3.27% 3.5% 7.0% 10.5% 11.0%

Notes and Sources:
_a/ Based on D1 D0x(1 +g).

I
I
I
I
I
I
I
I
I
I
I

__b/ Average of estimated sustainable growth and range of growth
predicted by analysts. See Update Tables 9 and 12.

_c/ Water utilities sample equity cost plus 50 basis points estimated by Mr. Reiker
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Average Dividend Yields for Gas Utilities Sample

Arizona-American Water Company
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Update Table 14

8858;

;§. 2 :Lf 'J §n-9
I, I. "' ;~ F8 .*;~ f .

4. 3 . :i ""L' 94 1 * 4 4 3 i§*.»e:*m r\ . < f" *"#'

Lfj"", . », »

1 4.07%
4.94%

AGL Resources
2 At nos Energy
3 Laclede Gas
4 NW Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

5.03%
4.50%
4.98%
4. 15%
4.74%

$1.09
$1 .20
$1 .34
$1 .26
$2.10
$1.68
$1.27

$28.49
$25.50
$28.70
$29.01
$45.25
$41 .50
$28.79

$25.28
$23.00
$24.85
$27.02
$39.53
$37.23
$25.21

Average 4.63%

I
I
I
I
I
I
I
I
I
I
I
I

Notes and Sources:
_a/ Dividends paid during last 12 months (as of August 31, 2003)
_b/ Prices during the last 3 months as of August 31, 2002.
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Forecasts of Sustainable Growth for Gas Utilities Sample
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Update Table 15
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1 AGL Resources 0.50 11.5% 5.9% 1 .0% 6.9%
2 At nos Energy 0.40 14.0% 5.8% 2.3% 8.1%
3 Laclede Gas 0.28 10.5% 3.0% 0.2% 3.2%
4 NW Natural 0.43 10.0% 4.4% 0.6% 5.0%
5 0.39 11.5% 4.6% 0.0% 4.6%
6 0.38 13.0% 5.0% 0.6% 5.6%

Peoples Energy
Piedmont Natural

7 WGL Holdings 0.45 11.5% 5.3% 0.2% 5.5%

Average of column 0.40 11.7% 4.9% 0.7% 5.6%

Notes and Sources:
_a/
_b/
_cl

Value Line forecasts of DPS and EPS growth and ROE as of Sept.
BR growth adjusted for year-end ROE forecast by Value Line.
See Update Table 16.

19, 2003.
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Estimate of Expected VS Growth for Gas Utilities Sample

Arizona-American Water Company
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Update Table 16

a
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. a
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V 't' 'wT I

I ~n~=* 'aw
3 r3 j, I * L

T -4 r

3

I * 4
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M E' I |

' ,Q 1. r
r *`9 ,,9* * H

ml; 3
*l_: ;  _5 . 2 2.4 v.

1 V P h 1.

-I .1 ,,J' 4 -
rEu ,.

_..  L *a

i"

k

1 AGL Resources
2 At nos Energy
3 Laclede Gas
4 NW Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

1 .86%
8.93%
0.46%
1 .84%
0.00%
127%
0.59%

2.08
1.35
1.70
1.47
1.64
1.92
1.51

0.52
0.26
0.41
0.32
0.39
0.48
0.84

0.96%
2.32%
0.19%
0.59%
0.00%
0.61 %
0.20%

Average of Column 1.67 0.39 0.69%

Notes and Sources:
_a/ From Value Line data reported Sept. 19, 2003.
_b/ As reported by C. A. Turner in September 2003.
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Arizona-American Water Company

Update Table 17

Analysts' Forecasts of Future Earnings Growth for Gas Utilities Sample
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1 AGL Resources
2 At nos Energy
3 Laolede Gas
4 hw Natural
5 Peoples Energy
6 Piedmont Natural
7 WGL Holdings

5.5%
6.0%
4.0%
5.0%
5.0%
5.0%
4.0%

8.0%
9.0%
5.5%
5.0%
4.0%
7.5%
7.0%

6.8%
7.5%
4.8%
5.0%
4.5%
6.3%
5.5%

Averages 4.9% 6.6% 5.8%

I
I

Notes and Sources:
_a/ Thompson/First Call average forecasts reported on Internet on September 11, 2003.

__b/ Value Line forecasts as of September 19, 2003.

9 / 3 0 / 0 3

I
I

I
I



I
I
I
I

I

DCF Equity Cost Ranges for Water utilities Sample and Arizona-American
Based on Data for Gas Utilities Sample

31° 4

Arizona-American Water Company

Update Table 18

=<. »1q
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L
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A 3- _5
1 .|,*._ Ll

`2 ' I | »

éfiff
881. L
"">-.

..1 fl
,JF :.8li::xi 33"1§?3.

é
3-month Dividend Yield 4.6% 4.9% 5.7% 10.5% 10.0% 10.5%

I
I

00 x (1 + g).

_b/ Average of estimated sustainable growth and range of growth
predicted by analysts. See Update Tables 15 and 17.

_cl Assumes equity cost is 50 basis points lower.
_d/ Water utilities sample equity cost plus 50 basis points.

Notes and Sources:
_a/ Based on D1
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Update Table 21 a/

Water Utility Risk Premiums Computed with Past Water Utilities
ROEs and Forecasted Costs of Baa Bonds

Forecasts of
Baa vul'pOl'at€

R%te"'

Estimate d
Ri I

Premiu.. a/

Forecas
Equit
Cot ..

Bencher ark
Wate.

utilities

F¢>re2¢asrea
Equity

' ,Cost i'61

Arlz6§1a1P{me
'Wétel»

I 7.10%
7.70%

3.91 %
3.53%

11.0%
11.2%

11.5%
11.7%

I
Notes and Sources:

a/ Formula from Table 21 of Direct Testimony
b/ Blue Chip Long Range Forecast, June 2003.
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Risk Premium Analysis-a'
Regression Analysis of Risk Premiums Based on Authorized Returns

for Natural Gas utility Stocks and Baa Corporate Bond Rates

1..... 1--. § » as »§» 9;:.v l g
¢""1 .1 4

8 1 48 4 * 9-1 8--~ ,¢ .. »
11 3 ;*"'i$ ~>"93 <

Arizona-American Water Company

3~1.
34 S :! 'C'

v. 9: sf

Update Table 22

"3.

i
*S

. l*v .
41 '  (I "

u r *
'E

+ 7.10%Bottom
Top

10.9%
1 1.2%

3.83%
3.53% + 7.70%

I
I

Estimated Equity Cost for the Average Utility
in Water Utilities Sample:

Bottom -
1l-n

Top
10.4%
10.7%

Estimated Range of Equity Costs for Arizona-American
Water CompanyI Bottom

Top
10.9%
11.2%

Notes and Sources:
_a/ Source Table 22.
_b/ Blue Chip Long Range Forecast, June 2003.
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Arizona-American Water Company

Update Table 23

Risk Premium Analysis a/
Comparison of Total Returns on Moody's Natural Gas Stock Index

and Baa Corporate Bond Rates

Average Risk Premium of 3.67%

q

Ti

I 4 .
.

3

Az-Am,
» Wale"

, Eqv!\v .
Cost

Forecast of

Baa

Bond

Rafe-S-P' 1

Gas
utility
Equity
f8o§t

Benchmark
Water' .Utilities

Sample I
Equity CostEquity Cost Forecast

Low
High

7.1OO

7.7%

10.8%
11.4%

10.3%
10.9%

10.8%
11 .4%

Notes and Sources:
a/ Data from Table 23.
b/ Range of forecasts for 2004-2005 compiled by Blue Chip, June 2008.
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Update of Summary Table: Estimated Cost of Equity Ranges for Water
Utilities Sample and Arizona-American Water

Arizona-American Water Company

Update Table 24

E

r

a*..

44
fu
1

i

r
3?
$1.4 #

8*

Discounted Cash Flow Estimates

Based on Water Utilities 10.5% to 10.5% 1 1 .0% to 11.0%

Based on Gas Utilities 10.0% to 10.0% 10.5% to 10.5%

Risk Premium Analyses Estimates

Based on Water Utilities 11.0% to 11.2% 11.5% to 11.7%

Based on Gas Utilities
Authorized ROEs 10.4% to 10.7% 10.9% to 11.2%

Based on Moody's Gas
Utilities Index 10.3% to 10.9% 10.8% to 11.4%

Estimated Equity Cost Range for Arizona-American Water Company 10.5% to 11.7%

9/30/03
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Year

Authorized Returns, Realized Returns and
Forecasted ROEs for Recent Periods

Arizona-American Water Company

Pv

3
11.4.

8 . 8*

8

8

Rebuttal Table 1

,p 4

?3; == ,
s %7

ft
41 -" L31 I4:l

g z* .§» '
a 4 I *

f I *

~,1 .ln5*'Z

~§.

*

0

9

4 ~

11.18%
11.06%
11.12%
11.12%
10.86%
10.62%

1 1 .82%
10.90%
10.59%
9.75%

10.27%
10.58%

11.00%
11.00%
11.00%
10.50%

1997
1998
1999
2000
2001

2002
2003 10.59% _c/ 10.35% _c/ 11.00%

Average 10.93% 10.61% 10.90%

RUco/staff Water
Utilities Samples 9.1 %/9.2% 9.1%/9.2% 9. 1 °/0/9.2%

Comparison of the average
of RUCO and ACC Staff
estimates to 2003 values 1 .44% 1 .20% 1 .85°/0

Sources:
a/ C. A. Turner Utility Reports, year-end reports except for 2003.
b/ Various Value Line, reports. For 2003, the report dated August 1, 2003.
0/ C. A. Turner Utility Reports, September 2003
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Arizona-American Water Company

Rebuttal Table 2

I
I
I
I
I

Differences in Current, Past and Forecasted Premiums
of Baa Rates over 10 Year Treasury Rates

I
Average

Baa
Rate

.Vp

Jifferenc
Prerr

r Jrrent
1982-1

Aves 19
10 Y Gui
Treasury

Rate ,ml_

Past Periods °"

1982-1998
1999-2002
2001-2002

10.33
8.00
7.87

8.83
5.32
4.81

2.00
2.67
3.06

0.00
0.67
1 .06

Forecasts b

2004
2005

7.1
7.7

4.6
5.3

2.50
2.40

0.50
0.40

Sources:
a/ Federal Reserve
b/ Blue Chip consensus forecasts, June 2003.
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Regression Results-°' and the Ability of Baa Rates
and 10 Year Treasury Rates to Explain Equity Costs

Arizona-American Water Company
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Rebuttal Table 3

i i 3" -R_ 8 -,»

M":x ~,

. x
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87 =8 1
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.24 L Q

8

84

QB #34 gt.
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E

8:
83888 3

Baa rates explaining equity costs

1999 to 2002 0.062 0.614
(0.2258l-b/

35 18.3%

1982 to 2002 0.074 0.492
(0.0098)-"'

464 84.5%

10vr Treasurv Hates exolainina eauitv costs

1999 to 2002 0.096 0.279
(0.1552)-b/

35 8.9%

1982 to 2002 0.080 0.553
(0.0121)~b'

464 82.0%

Notes and Sources:
a/ Equity cost data is updated data for sample adopted in Table 23.

Interest rates reported by the Federal Reserve.
b/ Standard error of slope coefficients in parentheses. All slope

estimates statistically different from zero at .05 level.
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A.

B.

Authorized ROEs
AWK , 13

Return on Average Common Euuitv -
A WT

1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

8

Average

12.81

12.16

12.16

11.58

11.58

11.58

11.16

11.21

11.21

11.02

Detailed Data Supporting Risk Premium Analysis in Table 21

a/

12.00
11.75
11.75
10.10
10.50
10.40
10.40
10.40
10.40
10.00

Arizona-American Water Company

12.25
12.25
12.25
11.00
11.00
10.30
10,30
10.30
10.30
10.48

b/

Rebuttal Table 4

12.70
12.70
12.70
12.70
12.70
12.70
12.70
12.70
12.70
12.70

12.30
12.30
12.30
11.50
11.50
11.50
11.50
12.05
12.05
11.15

12.70
12.00
12.00
12.00
12.00
12.00
11.25
11.05
11.05
10.65

12.25
11.75
11.75
11.75
11.75
10.20
10.20
10.20
10.20
10.20

12.43
12.13
12.13
11.52
11.58
11.24
11.07
11.13
11.13
10.89

11.52

1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

12.90
1 1 .20
1 1 .50
10.70
11 .20
9.60
10.40
10.60
8.50
9.60

11.80
10.50
12.50
10.00
10.00
12.40
14.20
10.90
11.20
10.10

11.80
11.80
12.40
12.30
12.40
12.10
12.10
12.10
12.00
12.30

5.70
4.80
10.20
10.80
1 1.70
11 .80
12.10
12.40
9.90

12.40

12.40
11 .00
12.90
12.20
12.00
10.60
11 .50
9.70

11 .20
7.50

10.90
10,60
11.40
9.50
10.60
15.50
11.40
11.20
11.00
7.40

18.50
13.70
10.30
9.50
10.00
9.20
9.30
9.50
10.10
9.40

12.00
10.51
11.60
10.71
11.13
11.60
11.57
10.91
10.56
9.81

Average 11,04

Difference between Authorized and Realized ROEs 0.48

Notes and Sources:
a/ As reported by C. A. Turner UtilityReports.
b/ As reported by the California PUC Staff. CPUC Staff reported the source was

MSN Money Central 5/31/01 .
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Dps, EPS and Retained Earnings Made by CPUC star-°'

Comparison of Analysts' Forecasts of Future Growth
with Estimates of Growth Based on Past Growth in
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Arizona~American Water Company
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Rebuttal Table 5

v

E@s?31M»
Cases from 1992 to 1995

California-American Water
San Gabriel Valley Water
Park Water Company
Valencia Water Company
San Gabriel Valley Water
California -American Water

A.92-03-030
A.92-09~032
A.94-03-038
A.94-04-033
A.95-09-010
A.95-02-016

July 1992
April 1993
June 1994
Aug 1994
Dec 1995
May 1995

3.6%
3.5%
3.0%
3.3%
3.6%
3.0%

5.9%
6.0%
4.5%
4.5%
4.6%
4.6%

4.1 %
4.5%
4.2%
4.2%
4.0%
3.8%

yes
yes
yes
yes
yes
yes

Cases from 2002 to 2003

noA.02-05-013
A.02-09-030
A.02-11 -044

8.4%
3.1%
3.0%

2.9%
2.4%
3.3%

no
Valencia Water Company
California-American Water
San Gabriel Valley Waler

Sept 2002
March 2003
July 2003

6.5%
6.2%
6.2% no

Notes and Sources:
a/ All growth rates are growth rates based on data reported by the California PUC staff.
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Growth in Prices, Book Values, EPS and DPS

Arizona-American Water Company
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Rebuttal Table 6

1997 to 2002
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v
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10.2% 6.2% 61%
-0.1%
12.4%

-6.0%
4.0%

-2%
74%

0.9%
1.1%
2.8%
6.2% 9.6%

American States Water
California Water Service
Middlesex Water
Philadelphia Suburban
SJW Corporation

15.4%
11.7%

4.6%
0.2%
4.3%
9.0%
3.7% 3.9% 1.1%

91%
56%

Average for 5 Utilities 9.9% 4.4% 3.0% 3.0% 56%

Connecticut Water Service 13.9% 4.8% 1.1% 3.1% 88%

Sources:
a/ Prices as reported on the Internet.
b/ Annual Reports to Stockholders or Value Line .
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in Recent Arizona Corporation Commission Cases
Authorized ROE Margins Above Baa Rates

Arizona-American Water Company
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Rebuttal Table 7
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.
. .

". f 3- *r ..
T . .. I;., . 3

1 * -§4*W I
1
,L ]|. 11
. )?'|...., 9 l2 88

.£3.:*" . .

May-97
May-97
September-97
July-98
July-99
July-99
January-00
June-00
October-01
December-01

10.50%
11 .00%
11 .50%
11 .30%
11 .00%
12.00%
11 .75%
11 .50%
11.00%
10.25%

8.35%
8.35%
8.09%
7.42%
7.34%
7.34%
7.72%
8.38%
7.87%
8.07%

2.15%
2.65%
3.41%
3.88%
3.66%
4.66%
4.03%
3.12%
3.13%
2.18%

Average 7.89% 3.29%

Lowest margin
Largest margin

2.15%
4.66%

Not es  and  S ourc es :

a/
b/

Decisions reported in Table 7 of Zepp Direct Testimony.
Based on interest rates prevailing 8 months prior to date of order.
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1 American States
2 California Water
3 Philadelphia Suburban

Average

Analysis of Estimates of Mr. Rigsby's Estimates of Share
Growth and Restatement of VS Growth

Arizona-American Water Company

2.46%
3.76%
10.91%

. lsxsrwi

5.71 %

(A)

Rebuttal Table 12

8'§'. "'s8=8**§»*i#'8
'§8~ .

" f a

2.81 %

2.05%
4.37%
2.00%

(B)

4 9 , 4 ' ¢ ; * 1 3 4 4 7 4 m r 9 ,< r

MW4eéQ8s8€fe§

i
4

_g 482w
8@4°W<% 3WM

s
' /4

vi ,=»a.,.
My .. >.

;;~;»; go.

4

we

#

0.25%
1 .00%
1 .75%

1 .0O%

e428.

-w _qt

1 American States
2 California Water
3 Philadelphia Suburban

0.41
0.56
1.10

2.05%
4.37%
2.00%

0.84%
2.45%
2.20%

Average 1 .83%

I
I

Notes and Sources:
a/ For the period 1997 to 2002 (Value Line data).
b/ For the period 2002 to 2007 (Schedule WAR-6).
c/ Schedule WAR-5, Column A, page 2 of 2.
d/ Schedule WAR-5, Column B, page 2 of 2.
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I

A. Revise Mr. Rigsby's Estimate of the stock financing rate-°'

B. Adopt Mr. Raker's estimates of BR and VS growth-"'

American States
2 California Water
3 Philadelphia Suburban

1

Average

American States
California Water
Philadelphia Suburban

ReStatement of Mr. Rigsby's DCF Estimates

¢

,Hz

Arizona-American Water Company

4 60% 0 84%

8.00%

7.00%
3.75%

4.00%

Rebuttal Table 13

= n
$83
.47

2

A* ~
§f l§ 8

: ! ,

:§*<4§$

.  ~.
, : 54

~»~.~
94° 1I

. g3 ;

. . : A

ft'
i» Ra. I . .  >

\ .8

~9~

L

5.00%

2.45%
2.20%

0.10%
1 .20°/o

4;*"~

. * . . l *|*» *ii _.. 4, .1 L**9 0 .

4 -»D " 4. T i33 'go 1

Qrna 9  v  e

s o

. "B A .
n Ir I H . . !  r  * ` A Y]¢,. . | . f 4 . 7 1 7 , g

, .1 *.. L}ll»l' ' '  "3 *.*",r. .. r . i 1| ; ll g 11.\'_
. . : 4L / 4

" . . . , " ' 1 1 § ¢1»* * :4 l _ | » i f 4

5.
6.20%
9.20%

3.83%
2.33%

25%
10.03%
11 .53%

8.69%

10.1%

i.

Average 10.9%

Notes and Sources:
a/ Value of "S" is revised in Rebuttal Table 12.
b/ Forecasts of BR and VS growth as reported in Schedule JMFl-4.
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Summary of Restatements of Estimated Costs of Equity
Presented by Mr. Reiker and Mr. Rigsby for Less-Leveraged

Water Utilities Samples and Arizona-American

Arizona-American Water Company

Rebuttal Table 14

Q

€8*4» 33}.i
1" 11,3 1 i M
% 41 91 8.4,

iia=;.4 ,
Q 434 ;  "

3;
f

?*8==.

§

9

< .~
9~ 43' ":

Ar

,

fs

<5

4
14
=§€ 3

8

44

8

'~,- - . .
.

51 4

Discounted Cash Flow Estimates

I Mr. Raker (gas and water) 9.6% to 10.1% 10.1% to 10.6%

Mr. Rigsby 10.1% to 10.9% 10.6% to 11.4%

I

Estimates based on the CAPM

Mr. Raker (gas and water) 11.3% to 11.3% 11.8% to 11.8%

Mr. Rigsby 9.8% to 9.8% 10.3% to 10.8%

Estimated Equity Cost Range for Arizona-American Water 10.1% to 11.8%

9/30/03
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number out; and then let's say you put in the

number 10 percent, and you get a second number

out: Is the adjustment in basis points the same

for the 4 percent as the 10 percent?

A. No.

Q. And how d o the - - how does the

adjustment differ? For example, I guess I'm
. . _ no(trying to conclude, is the adjustA greater for

higher interest rates than for lower interest

rates?

A. _ QThe adjustment in basis points

Q . Yes, exactly.

_A. would be greater.

Q . For higher interest rates?

A. Yes, would be.

Q . Okay. On page 18 on line 2, you

indicate your conclusion that, if investors could

have information only on EPS -- and that stands

for earnings per share growth, I assume -- or only

o n DPS - - which I assume is dividends per share

growth -- investors would prefer the information

about EPS growth.

Are you saying that investors give equal

weight to earnings per share historical data in

forecasts, and dividends per share of historical

Exhibit TZ-1
Page 2 of 5 8

I
I
I
I
I
I

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

I
I
I
I
I
I
I
I
I (503) 227

Par bland,

NAEGELI & ASSOCIATES, INC.
-1544 (800) 52a-3335 (206)
oreqon National Seattle,

622-3376
washington



data in forecasts, in forming their expectations

of dividend growth? Or are you saying that, if

you had both of those sets of information,

investors would prefer earnings per share?

MS. ACKERMAN: That was a long question.

Do you want it broken up?

THE WITNESS: Well, it was a question

that didn't refer to the testimony that's stated

here. I'm -- I really have no change in the

testimony. If you have a different question than

what's in the testimony, that's another matter,

but I think the testimony is clear.

BY MR. THORNTON:

•Q Okay. Well, I guess I'm not

¢understanding it If you have earnings per share

growth information and dividends per share growth

information, which sets of information do

investors prefer, according to you?

A. According to me, investors would look at

both, but this particular testimony here refers to

your testimony, in which you didn't look at

earnings per share growth. And my point is, if

you're only going to look at one -- in my view, if

you were only going to look at one, investors

That'swould look at earnings per share growth.
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the testimony, and I still stand by that

testimony, but as I've stated, I would look at

both.

Q . And just to clarify and give a context

to the question, what is the purpose of looking at

the information?

MR. GRAHAM: And which information are

we talking about, the earnings per share growth?

MR. THORNTON: The earnings per share

growth or dividends per share growth.

»Q I mean, why do we look at it?

A. To ultimately forecast dividend growth

in the long term.

Q- _ _Or could you also conclude to

ultimately to estimate investors' forecasts of

dividend growth?

A. Yes.

¢Q Okay. On page 17, the page just before,

o n line 18 you indicate that available evidence

indicates that they -- meaning the investors

would look at earnings per share growth. And what

is that evidence?

A. It's stated in the next two sentences
1

e SoQ

A. That investors are willing to pay for

I
I
I
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publications such as the S & P Earnings Guide.

>Q Okay. Page 28, on page 28, what is your

evidence -- and is,this excuse me, the Q and A

beginning on line 10. What is your evidence that

including global market returns would increase

rather than decrease overall market returns? BY

"overall market returns" I mean we're technically

referring to the efficient portfolio.

A. I would have to get that for you. My

recollection -- I've provided that in data

responses in the past. It's chapter 10 of a

¢textbook I'm -- to my recollection Elton and

Gruber wrote it, but I would have to check on

that, but it is a textbook.

MR. THORNTON! So how do we arrange

that?

MR. GRAHAM: Well, let me do some

follow-up here How long would it take you to

find out which textbook that is?

THE WITNESS: I*d have to go back

through cases, and they are probably four or five

years old. But I should -- hopefully I still have

it in my work papers. It may have been submitted

in a prior Nor thwest Natural case.

MR. GRAHAM: Do you think that you could

I
I
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INDUSTRY TIMELINESS: 92 (of 98)

Composite Statistics: Water Utility industry
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In the past few years, large foreign utilities have swal-
lowed up domestic water companies in an effort to gain
exposure to this country's stable regulatory environment
and steady population growth.

The high costs of maintaining and upgrading
the country's water and wastewater distribution
systems have led to widespread consolidation in
the Water Utility Industry.

The Water utility stocks in this review are not
timely for year-ahead investment. Income-
oriented investors may, however, fismd an appeal-

ranks and healthy dividend payouts.
in choice here, based upon above-average Safety

I

The Need For Consolidation
Long-term trends in the Water Utility Industry indi-

cate that infrastructure costs will continue to escalate.
Water Utilities must maintain and Upgrade existing
facilities in order to remain in compliance with increas-
ingly strict miles mandated by the Environmental Pro-
tection Agency (EPA) and other local regulators. Many of
the water/wastewater systems that are presently in use
were originally built about 100 years ago. The EPA and
other industry sources indicate that hundreds of billions
of dollars over the next 20 years will be needed to repair
the nation's entire water system. The Water Infrastruc-
ture Network believes that there will be a $12 billion
annual shortfall for wastewater infrastructure over that
period, and long-term help from the federal government
is needed to solve the problem. Also, transportation costs
will continue to rise, as nearby sources of water are
eixihausted. Water is difficult and expensive to transport,
because it is-heavy and cannot be compressed. Increased
federal spending will cover some of the industry's long-
term costs, but water companies will probably foot most
of the bill. . "

Regulatory Challenges
These are difficult times for water utilities. Budget

deficits at the federal, state, and local levels imply that
scarce public funds will likely be allocated to places
other than major infrastructure projects. This hardship
is exacerbated by increased spending by the industry on
security to protect the nation's water-distribution net-
work from potential attacks. The industry has, however,
sought regulatory relief through tort reform and changes
in the tax code. In particular, they are seeking laws to
make compliance with federal drinking water standards
a defense in lawsuits involving contaminants covered by
such standards, and they are looking for legislation that
would remove existing volume caps on private activity
bonds for infrastructure improvements.

Meeting Government Regulat ions .
The Safe Drinking W ater Act  (SDW A) of  1974

(amended in 1996) authorizes the EPA to work with
state and local governments to periodically test for
impurities in drinking water. The EPA regulates the
levels of contaminants that are acceptable per a speci-
fied amount of water. These standards have been devel-
oped taking into account the health effects of chemicals,
measurement capabilities, and technical feasibility. Wa-
ter utilities spend a large portion of their annual capital
budgets on infrastructure improvements in order to stay
in compliance with the SDWA, the Clean Water Act, and
numerous state and local laws. .

Q.

Investment Advice
None of the stocks in the industry are ranked to

outperform the year~ahead market. Nevertheless, the
recent passage of a federal tax bill has reduced the top
rate investors pay on dividend income to 15%. The
change has enhanced the popularity of income stocks,
including water utilities. Also, Philadelphia Suburban
and California Water have above-average Safety ranks,
and offer decent risk-adjusted total return potential over
the coming 3 to 5 years.

The costs of staying in compliance with numerous
laws are particularly burdensome for smMlerutdiNes
because they have a smaller base of customers over
which they can spread costs. Small and mid-sized water
companies usually welcome takeover offers from large-
scale suitors and the significant capital resources they
bring. The larger utilities benefit from elutiomies of
scale, which enables them to reduce overhead. They also
gain enhanced geographic diversity from, acquisitions,
which reduces their susceptibility tO weather fluctua-
tions that may cause undesirable volatility in earnings.
The heavy regulatory oversight thatthe industry faces
means that some local regulators are bound to be more
cooperative with utilities than oflicids from a different
locale. A multistate tem'tory helps tO li1nnit.a company's
exposure to especially onerous regulatory atmospheres.

Joseph Espaillat
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off. &Dr. ounlaasihan Vkatmmanon

shdl(4Mapln,yl.g\ailmurIJayuRaa.p1uaidsm&CEO:F1oyu

a s s e t  H  t h i s  w e r e  t o  h a p p e n ,
y o u r ' s u n r e a l i z e d  l o s s e s

w i l l . a .
r a t e  d e d s i o z r  ( t o  b e  e n h a n c i n g  e a r n i n g s .

years).
the . .

p o s t u r e  $ 0  t h e  s t a t e ' s  o n e r o u s  r e g u l a t o r y
w h i l e  p r o v i d i n g  a  b o o s t  t o

T h e s e  s h o r e s  a r e  r a n k e d  ' C b  u n d e r f e d
f o r m  t h e  m a r k e t  o v e r  t h e  c o m i n g  s i x

i f  t h e  m a r k e t  e o n -

b e
n e g l i g i b l e

t o t a l - r e t u r n  p o t e n t i a l  o v e r  t h e  c o m i n g  3 .  t o
i n .

a t t r a c t i v e
p a y o u t ,  a n d

r a t i n g
I

I O " - 9

BUSINESS: Ameaiun Slams wan Co..opulnsull1nl:Ing.. alBIgBeuLIkaanalnma1ctSanBoml1uil1oCounty.Anquirac
company. Though in principal . . .  '
War company, it suppliaa war to 75 ennlnmlllz,n.1¢ lbuul 5Memp|aysas.
eeun1um seuvieaa|uaau1audaanaqnsa1nmsuunnl luIannd .
LnsAngelea ando|lngeCuudu..Th0¢:um9|l|'|y|h|l9l!l\I§0ll WWI!-lfI80lDoliwlldzCA.Add.:63DEss1Fooll1illBcldevald.San
e4ecuieuu1l1ysawieea1oaunlv=¢l\lMzlounaanamanhhdy 0lll\U.CA91T73.TeA;909994-3800.We!a: .gswatsr.eum.

A m e r i c a n S t a t e s W a t e r t r a c t s  f o r  e n e r g y w i t h  P i n n a c l e  W e s t  a s  a
s e c o n d - h a l f
b e  i n p r e v i o u s l y a s s o c i a t e d
t h o u g h  t h e  u t i l i t y b e n e f i t  f r o m w i t h  t h e s e  c o n t r a c t s  w o u l d  b e  .  r e v e r s e d ,
r e c e n t  $ 2 . 1  m i l l i o n .

o n e  t o  t w o A m e r i c a n  s h o u l d  g e n e r a t e  m o d e r a t e
r a t e  d e c i s i o n s  a t » b a r e - n o t  g r o w t h  o u t  _ t o  2 0 0 6 - 2 0 0 8 ;
U t i l i t i e s  C o m m i s s i o n  . C o n t i n u a l  r a t e  i n c r e s s e s a n d  s t e a d y  p o p u -

b o t t o x n - l i n e  g r o w t h .  l o t i o n .  g r o w t h  o u g h t  t o  m a i n t a i n  r e v e n u e
R e g u l a t o r y  d e l a y s  c o s t  t h e  c o m p a n y  a b o u t  m o m e n t u m .  ' l 1 9 o ,  t h e  c o m p a n y  s t r a t e g y  o f
$ 0 . 0 9  a  s h a r e  i n  2 0 0 2 .  A l s o ,  d e v o t e d  o p e r -  p u r c h a s i n g -  s m a l l - s i z e d  w a t e r  u t i l i t i e s  o u t
a t  m g  e x p e n s e s  a n d  h i g h e r  d e p r e c i a t i o n  e x -  s i d e  o f .  C a l i f o r n i a  s h o u l d  r e d u c e  i t s  e x -
p e n s e  w i l l  l i k e l y  h u r t  e a r n i n g s .  E l s e w h e r e ,
w e  e x p e c t  m a n a g e m e n t  t o  r a m p  u p  i t s  " T  e n v i r o n m e n t ,
i t a l  e x p e n d i t u r e s ,  t h i s  y e a r . a f t e r a c o u p  e  t h e  t o p  l i n e .
o f  y e a r s  o f  c u t b a c k s  s t e m m i n g  f r o m  a

8 1 8 1 3 ;
f i n a n c e  é i i l e

C o l \ B 8 l ' v 8 u . v €  e q u i t i e s
the.year. _ w i l l  p r o b a b l y  g e t  l e f t
e q u i t y  o f f e r i n g  w o u l d  d i l u t e  s h a r e  e a r n -  h i n d .  M o r e o v e r ;  t h e  s t o c k  h a s
m g . . . - , . . . .
T h e  c o m p a n y  c o n t i n u e s  t o  s e e k  r e g u -  5  y e a r s .  , N o n e t h e l e s s  i n c o m e - o r i e n t e d
o r a t o r y  r e l i e f . A m e r i c a n  S t a t e s  W a t e r  f i l e d v e c t o r s  m a y  f i n d  t h i s  o f f e r i n g
a  r a t e  c a s e  l a s t  O c t o b e r  t h a t .  h a s  t h e  b e c a u s e  o f  t h e  s o l i d  d i v i d e n d

m i l l i o n  t o  r e v e n u e s  t h e  f a v o r a b l e  o v e r a l l  P r i c e  S t a b i l i t y
i f  a p p r o v e d  b y  t h e  C P U C .  M o r e o v e r ,  i t  h a s  . o f  t h e  s t o c k .
a p p  e d  t o  t h e  C P U C  t o  r e c o g n i z e  i t s  c o n - J o s e p h  E s p a i l l a t A i z g u s t  1 , 2 0 0 3  ]

0
(A) Primary eamlngs. Excludes nonrecurring
gains: '91, 734. '92. 134. man eammgs report
due late Of.

ozodavwummwum .9 All ngnrswsuvea. maxunalsonmmeufmm bdilv\d\obcl\ilhhIM pluvldl¢n8lw\1¢(llnuadlnylli\4. .
me pueusnen is ~or°3po"»leLE For ANV £991 9 omlsslons Henan. has n~»nl-=-nan an www no mn¢ann'=~», no»¢umn~qaL mamma 151. m can To sUbscribe call 1-800-833-00454
dnmayoerwuamua.luula.sa1\aqfua1mmwailanypm1e1d°dl°l*°f°111°H°mor"smblguru-lgornul1ul\glr»ypmunaohnulmuwlulnnmmaafg1uma.
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19B7l 19B8l 19a9l 19901 1991 11992 1993 1994 11995 1996 1997 199a 1999 2000 2002 2003 12004 I °vAwe LINE FU8.lnc. I. ~a10_13

1.94

1.32

74

m m

1.87

123

.80

was
1.B9
120
.84

10.93

1.97

125

.BE

11.18

1.98

1.21

.90

12291 1334
1.92 225
1.09 1.35
.so .se

12.59

2.02

1.22

.99

1117

2.01

1.17

1.02

14,48

2.50

1.51

1.04

15.45

2.92

1.53

1.06

14,76

2.60

1,45

1.07

15.96

2.75

153

1.09

15.16

2,52

1.31

1.10

1626
220

94
1.12

17,33

2.55

125

1.12

14.90

2.75

1.45

1.13

15.50

2.50

1.10

1.12

.  -  jar s
. 160

1.95
1.15

Revenues per sh
"Cash Flow" per sh
Elmingx per sh A
Div'd Ued dpersh a I1.75

8.85

2.12

9.30

2.40

ass

zag

10.04

3.03

10.35

109

10.51
2-53

10.90
2.26

11.56

2.17

11.72

2.83
1222

2.61

13.00

274
1338

3.44

13.43

2.45
1290

4.09

12.95

5.82

13.12

4.70
1190

415

15.75
5.30

10.45I
Cap I Spending per sh

Book Value per sh c11.13 11.a4 11.38 11.38 1138 11.38 11.a8 12.49 12.54 12.62 12.62 1262 12.94 15.15 15,18 15.18 17w rue CommonSruOuts!'g 0 ' 18.8010.5

.70

5.3%

11,5

.95

5.7%

10.5

.to

6.6%

10.4

.71

6.7%

112

.72

6.6%

14.1

.88

6.1%

13.6

,80

52%

14.1

.92

5.8%

13.7

.92

6,4v.

11.9

.75

5.8%

12.6

.73

4.6%

17.8

.93

4.2%

17.8

1.01

4.0%

19.6

1.27

4.3%

27.1

1.39

4.4%

19.5

1.08

4.5%

Baidlig-suv
Ylrlquy
aslvnnu

Avg Ann'I PIE Ratio
Fldliivl P/E Ratio
Avg Ann'l Div'd Yield

14.5

.95

4.2%CAPITAL STRUCTURE ll of :vauus
Total Dlh!3301.7 mill. DUI In 5 Yr s2s.s mil
LT Debt $270.1 mill. LT lnhwtt $16.4 mil.

(LT interest eame<t 2.6XI late] inf. end.: 2.4x)

Pension Anna-12JU2 $56.8 mill. Obllg. $79.6
min,
pm Slack sa.s mill. P14 Dlv'd s.1s milL
139.000 sharias, 4.4% annwatiwa (525 par). »

Common Stud: 15,182,046 she.
as of 5/slm
MARKET cAp. $450 mllllon (Small cam

151.7

15,s

157.3

14.4

165.1

14.7

182.8

19.1

195.3

2a.a

186.3

18.4

206.4

19.9

244.8'

20.0

24e.a 9 2632
14.41 19.1

255
res

280 Revenues ($MIII)
215 Neo promqsmsln 350 I

37_040.6% 40.0% 40.1% 38.9% 37.4% 36.4% 37.9% 423% 39.4% 39.7% 42.0%

Nil

42.0%

nu
42.0%

Nil

Income Tax Rate

AFUDC v. IT Ne! Pram50.4°/.

482%

46.6%

522%

49.2%

49.7%

47.4%

51.4%

45.4%

53.5%

442%

54.7%

46.9%

52.0%

48.9%

502%

50.3°/»

48.8%

55.3%

44.0°/.

510%
425%

53.0%

45.5%
51.5%

I 48.0%
Lang-Term Debt Ratio

Common Equity Rliio
257.1

391.7

276.9
m e

296.0

4222

299.9

443.6

306.7

460.4

aoa.s

47B.3

338.8

515.4

388.8

582.0

402.7

624.3

453.1

697.0

555

so

635
ala

Taus capital (small)

Net Plan! (Small)
725

950a,1%

12.2%

12.4%

7.1%

91%

9,9%

6.8%

9.8%

9.9%

8.3%

121%

12.3%

9.4%

13.9%

.14 .1 %

7.8%

10.7%

10.8%

7.8%

112%

11.4%

6.8%

10.0%

1o.1%

5.3%
72%
72%

5.9%

94°/.

9.5%

5.0%

8.0%

5.0%
I
|

6.5%

10.596

10.5%

6.0% IRemm on Total Cap'l

9.0% Return on Shi, Equity

9.0% Hmm on Com Equ'
3.6%

71%

1.9%

81%

so%
88%

3.8%

69%

6,0%

58%

2.8%

74%

3.5%

70%

1.8%

82%

NMF

119%

1.0%

90%

MMF
m y

a n
78%

4.0%

61%

Retained to Com Et

All Div'ds to mea Prof I
2002 3/311482oo1

1 .0
a9.4
40.4
24.0
26.6
28.4
79.0

1.1
41.9
4a.0
8 . 7
24.8
4a.0
91.5

250%

1.7
38.6
aa.a
23.0
31.6
34.2
a8,a

242%2147

CURRENT POSITION
(W1l-L)

Cash Assets
Other
Current 1415586
Accts Pa e
Debt Due"°'
Other
Curred Liar.
He. Chg. Coy.

(11/00). Revenue breakdown. '02: residential, 70 /e: Ousiness, 18%,

public authorities, 5%: industrial, 4°o1 other. 3%. '02 reported

depress. me: 2.1%. Has about B00 employees. Chairman: Ruben
W. Foy, President & CEO; Peter C. Nelson. inc.: Delaware. Ad~

dress: 1720 Norm First Street, San Jose. California 95112.4598_

Telephone: 408-367-8200. lmemer: www.calwaterco

: : Calitomia Water Service Group provides regulated and
unregulated water service tO over 2 million people (461.200 cue
tamers) in 98 communities in Calilomia, Washington. and New
Mexico..Main service areas: San Francisco Bay area. Sacramento
Valley, Salinas Valley. San Joaquin Valley`.& parts at Los Angeles.
Acquired Dominguez Services Corp. (5/00); Rio Grande Corp,

H a w a i i ~ b a s e d ,  5 0 0 - c u s t o m e r  u t i l i t y

:  L f o r n i a  W a t e r ' s  s e c o n d - q u a l r t e r  r e -
s u l t s  w e r e  w e a k .  Y e a r » o v e r - y e a r  s h a r e
n e t  f e l l  3 0 % ,  t o  $ 0 . 3 0 ,  d u e  m a i n l y  t o  c o n -
t i n u e d f l a y s  i n  r e c e i v i n g  r a t e  r e l i e f  f r o m
t h e  C a  o n x i a  P u b l i c  U t i l i t i e s  C o m m i s s i o n
( C P U C ) .  T h e  c o m p a n y  i s  s t i l l  ' a w a i t i n g  a
d e c i s i o n  o n  1 5  r a t e  e a s e s f i l e d  i n J u L l y  2 0 0 1
t h a t  o u g h t  t o  a d d  a t  l e a s t  $ 1 2 . 8  n o n i l l i o n  t o
r e v e n u e s .  A l s o ,  c o o l  a n d " w e t  w e a t h e r I e d
t o  l o w e r  w a t e r  u s a g e .  I n d e e d ,  w a t e r s a l e s
t o  e x i s t i n g  c u s t o m e r s  d e c l i n e d  $ 4 . 5  m i l -
l i o n .  T h i s  w a s  p a r t i a l l y  o f f s e t .  h o w e v e r ,  b y
$ 1 . 4  m i l l i o n  i n  s a l e s  t o  n e w  c u s t o m e r s  a n d
$ 1 . 9  m i l l i o n  i n  r a t e  i n c r e a s e s .  M e a n w h i l e ,
p r o d u c t i o n  c o s t s  d e c r e a s e d  $ 1  m i l l i o n  b e
c a u s e  o f  l o w e r  w a t e r  u s a g e .
T h e  c o m p a n y ' s  r e s u l t s  s h o u l d  g e t  b e t -
t e r  ' m  t h e  s e c o n d  h s m l f  o f  2 0 0 3 .  T h e  t o p
l i n e  o u g h t  t o  b e n e f i t  f r o m  r e c e n t  r a t e  d e c i -
s i o n s  f o r  $ 2 . 8  m i l l i o n  a n d  $ 1 . 8  m i l l i o n  t h a t
a r e  t o  b e  c o l l e c t e d  t h r o u g h  J u n e  2 0 0 4  a n d
J u n e  2 0 0 5 ,  r e s p e c t i v e l y .  C W T  p l a n s  t o
s u b m i t  t h e  t h i r d  o f  ` t h r e e  f i l i n g s  f o r  t h e
r e c o v e r y  o f  c o s t s  a s s o c i a t e d  w i t h  a  n e w
t r e a t m e n t  p l a n t  i n  t h e  S e p t e m b e r  q u a r t e r ,
a n d  m a y  r e c e i v e  a  d e c i s i o n  t h i s  y e a r .  B u t
i f  i t  d o e s  n o t ,  ~ c o s t  c o n t a i n m e n t  s h o u l d  h e l p
b u o y  t h e  b o t t o m  l i n e .

C a l i f o r n i a  W a t e r  o u g h t  t o  g e n e r a t e
s o l i d  s h a r e - e a r n i n g s  a d v a n c e s  o v e r
t h e  c o m i n g  3  t o  5  y e a r s .  O n g o i n g  d e l a y s
a t  t h e  C P U C  w i l l  p r o b a b l y  c o n t i n u e  t o
p l a g u e  t h e  c o m p a n y ' s  r e v e n u e s ,  b u t  t h e r e
h a v e  b e e n  s o m e  r e c e n t  c h a n g e s  t o  t h e
m a k e u p  o f  t h e  c o m m i s s i o n .  A s  a  r e s u l t ,  w e
e x p e c t  r a t e  r e l i e f  t o  g r a d u a l l y  i m p r o v e  f o r
t h e  w a t e r  u t i l i t y  M o r e o v e r ,  r e g u l a r  r a t e
i n c r e a s e s  a n d  s t e a d y  p o p u l a t i o n  g r o w t h
s h o u l d  h e l p  s u s t a i n  s o l i d  r e v e n u e  m o -
m e n t u m .  T h e  c o m p a n y  r e c e n t l y  c o m p l e t e d
i t s  a c q u i s i t i o n  o f  K a ' a n a p a l i  W a t e r ,  w h i c h
i s  a
W e  b e l i e v e  t h a t  C a l i f o r n i a  W a t e r  w i l l  c o n -
t i n u e  t o  m a k e  s m a l l  o u t - o f - s t a t e  p u r c h a s e s
l i k e  t h i s  i n  a n  e f f o r t  t o  a c h i e v e  c o s t
s y n e r g i e s  a n d  d i v e r s i f y  i t s  r e g u l a t o r y  e n v i -
|'QN1'Ne]3t_
T h e s e  s h a r e s  a r e  a n  u n t i m e l y  s e l e c -
t i o n  f o r  i n v e s t m e n t  o v e r  t h e  c o m i n g
1 2  m o n t h s ,  d u e  t o  u n f a v o r a b l e  p r i c e  a n d
e a r n i n g s  t r e n d s .  A l t h o u g h  . t h e  s t o c k  h a s
a n  a b o v e a v e r a g e  S a f e t y  r a n k  ( 2 )  a n d  a p -
p e a l i n g  d i v i d e n d - g r o w t h prospec ts , i t s
t o t a l - r e t u n i  p o t e n t i a l  o u t  t o  2 0 0 6 - 2 0 0 8  i s
n e g l i g i b l e .
J o s e p h  E s p a i l l a t August 1, 2003
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Revenues
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Fun '
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2000

zoo:
2002

2003

2004

66.0

57.0
69.2

68.0
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ago
85.0

46.6
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55.0
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2aa2
265
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EARNINGS PERSHAHE A
Mar.31 Jun.30 Se~ 0 0ec.31
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Total Bib( $741.9 mill. DUI in 5 Yr $260.0 Mlle.
LT Dahl $580.8 mill. LT l t m n a $35.0 mill.
(Tolal Vnemsl coverage: 3.5x)

Plnllon Assam-WJD2 $94.4 mill. Gbllg. $131.1
mill.
PM Stock8,2 mill. PM Dlv'd s.1 mill.

Common Slodz 6a.097,741 halas
u d4J29l\l8

)l1l1l(£f CAP: $1.6 null (W e CID)

soon :vauoa2ao1

20.8
se.a

4.4

49.7
57.7

4.6
2.7

114.7
a u

149.4
46.0

226.5
347%

49.7
56.7
5.1
2.3

1 13.8
17.7

161 . 1
49. 1

227.9
340%

c unns m  pos  non
(811lu__)

Cash Assam
IRseelvab1es
inventory (AvgC I)

Other s
Cunent Assets
Aids Payable
Debt Due
Other
Current Uab.
Fix. Chg. Cov.

8.1
89.6
27.7

124.6
50.3

202.6
335%

Past
III Yr;

3.0°/
7.5%
7 5 %
4.5%
7 0 %

ANNUAL RATES
d dlange (vet sh )
Revenues
"Cash Flow '
Eammgs
Dividends
B:)ok Value

E$1'd '00-'02
an'06-'08

5.09'
9.54

r a w
5.59'
6.57

p m
5 Yr;

7.0%
1 1 .0%
10.o"/
5.0%
9.o°.

Cll-
lndlr

DUARTERLY REVENUES (s mill
Mar.31 Jun.30 ~.30 oe¢.a1

Full
Year

2000

2001
2002

2003

2004

68.5
77.3
76.5
54,5
90.0

73.3
B4.7
91.9

95.0
101

645
702
71.7
80.5
u p

692
75.1
81.8
85.0
91.0

275.5
307.3

322.0

345

365

Cll-
ondar

unuuncs PER SHARE A
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logia Saharan Corp.. parent of Philadelphia eommereal. 17%: ll1d11sI!1al& omer. we. Han anuin sro employ-

approximately 2.0 million residents in Pennsylvania. Ohio. New Jer- common riser (4403 Proxy). Chairman 4 Chief Execrmve Oflioer.

businesses in '91, sofa telemarketing group in '93, Acquired Con-
sumers Water -v99 a Water supply revenues '02: residential,

- : ra
Suburban Water Co. (PSWC), a regulated utility, provides velar to hes. 21,600 slvddwldsrs. Oflloers and directors own 1.6% d the

say, illinois, Maine and North Carolina. Sold three of four non-werer Nldrolas DeBenadic\is. Incorporated: PenrrsyWania. Address 762

uneasier Avenue, Bryn Mawr, Pennsylvania 19010. Telephone:
61%, B10-527-8000. IMemet: .suhu -.. ;  -»

ons: ' ~. c. Nen eammgs report due late
OCL (B) Diviuencis historically paid in early
March, June. Sept. & Dec. l Oiv'd. remves!~
went plan available. (C) In millions. adlus!~
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2003. This is attributable, in part, to

Burlington County.

I
company remains an active par-

r *~s

Philadelphia Suburban Corp. has gen-
erated solid operating results thus far
IN
the many growth ventures (i.e., new con-
tracts and acquisitions) conducted over the
past year. And thanks to substantial rain-
fall late in 2002 and early this year, the
company has been well positioned to meet
the heavy demand during the summer
months in its core Pennsylvania service
territory (Last year, consumption here
was held back by drought restrictions.) Fi-
nally, earnings are being boosted by high-
er water rates in Pennsylvania, New Jer-
sey, and Ohio. All things considered, we
believe that Philadelphia Suburban's bot-
tom line will advance in the 10% range
this year.
The
ticipant in the ongoing consolidation
in the water~serv i ce indust ry  The
costs required for compliance with current
quality standards for drinking water have
risen to the point where a number of the
many small water suppliers in the United

This has resulted in a buyer's

Philadelphia Suburban) can enlarge its
customer base at relatively low cost. The
latest additions to its portfolio are Village
of Grant Park water system, sewing
roughly 1,500 residents in Kankakee
Countyg Illinois, and Deep Well Terrace
water system, serving around 150 custom-
ers in New Jersey
(Note that fixture acquisitions are excluded
from our Figures because of timing issues
and other uncertainties associated with
that strategy)
Phi ladelphia Suburban shares are
nannied to perform only in l ine with
the market for the coming year: That's
based on recent price and earnings mo-
mentum. And though we project. solid
bottom-line advances out to 2006-2008
(aided by rate increases and productivity
enhancements), total-retum potential at
the current quotation is moderate, assum-
ing 5% to 6% average annual dividend
growth during that time. These shares
possess some positive attributes, though,
including a high mark for Price Growth
Persistence and a good Price Stability
rating.
Frederick L. Harris, III

for stock spins. (D) Recur on common equity
allowed by PA PUC in '91 rate adjustment:
12.0%. Return on avg. common equal in '02,

August 1, 2003

States have been struggling financially
hi . . market in

w ch a weII~cap1tahzed company (such as
(A) Primary shares ou151anoxng mrougn '96:
Gilded thereafter. Excl. nor rec. gaxrls Hossesl:
'90, (47¢), '91, (43¢2: '92, !47c): .99. (14¢): '00.
ac. '01. 2¢: '02, 6¢. End. gem ham ms. ooera- 13.9%
9 20113, WM Ume PMhshllu. :ro Al "ants resuveo. raclual manual :S OOlamfM gram sauna oeuevna no 04"e"8n*0 and Gs o wnhuul we of any *gm

dilmaybs1lanmwesu.lesulasauunuvaxstmeunanvnswnxaa.elecuunrovomymrm °'\*S@'1'0fqefleratmgof maneuqar»vpnmeuoraleamn¢nlnul:nnn semoaorplurut

THE PUBUSHER IS NOT RESPONSiBLE F69 ANY ERRDRS OR OMlSS10NS HEREIN This ounucancn is smcrry for subscnhefs cm. noncummenoal. amoral use. no van
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BUSINESS: Connecticut Watcr~Services, Inc. acts as the
parent company of The Connecticut Water Co. and other
subsidiaries. which supply water for residential, commer-
ciad, industrial and municipal purposes in Connecticut.
Sales and distributions are affected°by seasonal weather
fluctuations throughout the year. Ptotitability independent
on numerous factors, such as the quantity of rainfall and
temperature in a given period of time. industrial demand,
prevailing rates of interest for sltort-term and long-term
borrowings, energy rates, and compliance with environmen-
tal and water-quality regulations. Connecticut Water owns =
and operates 10 water filtration treatment plants, including |
tllc Guilford Well, Rockville, Westbrook Well, MacKenzie, i
Hunt Well Field. Stafford Springs. and Reynolds Bridge..
Has 191 employees. Chainman, C.E.O. 8; President: Mar-
shall T. Chiaraluce. Inc.: CT. Address: 93 West Main Street,
Clinton, CT 06413. Tel. : 860 669;8636 Internet:
http://www.ctwater.com.
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BUSlNE§S: Middlesex Water Company collects. treats.
and distributes water for domestic. commercial. industrial,
and foe-protxtion purposes, The company provides water
services to retail customers primarily in castes Middlesex
County, NJ, where water services are furnished to approxi-
mately 57,000 retail customers, and in Delaware. The retail
customers include residential customers, large indusuiad
c o n c e r n s ,  a n d  c o m m e r c i a l  a n d  l i g h t  i n d u s t r i a l  f a c i l i t i e s .  T h e

water utility plant consists of source of supply, pumping,
water treaunent transmission. dist.n'bution, and general fa-
cilities. Water is obtained from both surface and groundwa-
tcr sources. it is also derived from groundwater sources
equipped with electric-motor-driven, deep-well, turbine-
type pumps. Has 199 employees. C.E.O. & President:
Dennis Sullivan. Inc.: NJ. Address: 1500 Ronson Road.
Roselin. NJ 08830. Tel.: (732) 634-1500. Interact:
h@d/ .nuiddlexxwawr.com.
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BUSINIES: .SJW Coup. operates as a holding company
with two wholly owned subsidiaries: San Jose Water Co.
and SJW Land Co. San Jose Waler Co. is a public utility in
the business of providing wane service to a population of
approximately 988,000 in an area comprising about 138
square miles in the metropolitan San Jose area. SJW Land
Co. owns and operates pvkins facilities adjacent to the
company's headquarters and the San Jose Arena. it also
owns commercial buildings in San Jose and a 70% limited
partnership interest 'm 444 West Santa Clara Street. LR
SJW produces, Pmities, and distributes water. The compa-
ny's water supply is obtained from walk. surface run-off, or
diversion and by purchases from the Santa Gaia Valley
Water District. Has 301 employees. Chairman' Drew Gib-
son. Inc.: CA. Address: 374 West Soma Clara Street, San
Jose, CA 95196. Tel.: 408 2'I9~7800. Internet:

http:/lwww.sjwater.com.
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Composite Statistics: Natural Gas i iistribution)
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S e p t e m b e r  1 9 ,  2 0 0 3 NATURAL GAS (DISTRIBUTION) 458
T h e  N a t u r a l  G a s  D i s t r i b u t i o n  g r o u p  h a s  f a l l e n

3 9  n o t c h e s  i n  T i m e l i n e s s  t o  8 4  ( o f  9 8 )  i n  t h e  p a s t  s i x
m o n t h s .  T h e  l a r g e  p u l l b a c k  s h o u l d  n o t  c o m e  a s  a
g r e a t  s u r p r i s e .  T h e  m a i n  f e a t u r e  o f  g a s  u t i l i t i e s  i s
t h e i r  y i e l d ,  n o t  p r i c e  p e r f o r m a n c e  o r  c a p i t a l  a p -
p r e c i a t i o n  p o t e n t i a l .  T h e  i n d u s t r y  w a s  r a n k e d
c o n s i d e r a b l y  h i g h e r  e a r l i e r  i n  t h e  y e a r  d u e  t o
m a c r o e c o n o m i c  f a c t o r s  t h a t  h a v e  s i n c e  s u b s i d e d
s o m e w h a t .  S t o c k  m a r k e t  w e a k n e s s  a n d  u n c e r t a i n -
t i e s  c r e a t e d  b y  w a r  i n  I r a q  d r e w  a n  a r r a y  o f
i n v e s t o r s  t o w a r d  s t a b l e ,  d i v i d e n d - p a y i n g  g a s
s t o c k s .  T o o ,  s t r o n g  g a s  d e m a n d  l a s t  w i n t e r  f o r
h e a t i n g  p u r p o s e s  o v l d n g  t o  c o l d e r - t h a n - n o r m a l
w e a t h e r  i n c r e a s e d  t h e  a t t r a c t i o n  o f  t h e s e  s h a r e s .
B u t  w i t h  t h e  c l o s e  o f  t h e  w i n t e r  h e a t i n g  s e a s o n  i n
t h e  U n i t e d  S t a t e s ,  a n d  t h e  e n d  o f  l a r g e - s c a l e  m i l i -
t a r y  o p e r a t i o n s  i n  I r a q ,  m a n y  i n v e s t o r s  o n c e  a g a i n
b e g a n  t o  s e a r c h  f o r  g r e a t e r  t o t a l - r e t u r n  o p p o r t u -
n i t i e s  e l s e w h e r e .

aspects of the business to competition in the 1980s. In
1992, the Federal Energy Regulatory Commission insti-
tuted Order 636, which required pipeline operators to
unbundle certain transportation and storage services,
along with guaranteeing gas marketers v\nlth access to
their distribution networks. Meanwhile, this enabled
LDCs to engage in unregulated activities outside of
their regulated distribution operations. 'lb varying de-
grees, LDCs today are also involved in exploration and
production, gathering and processing, storage, energy
trading, gas marketing, and even some power genera-
tion and telecommunications.

4

9

I
E

I

C u r r e n t  O p e r a t i n g  C o n d i t i o n s
In general, gas utilities generated strong earnings in

the first two calendar quarters of 2003. Distribution
operations benefited from colder-than-normal weather
last winter and spring, which increased gas volume.
Many utilities have also enjoyed profits in their non-
regulated businesses, as high commodity prices have
boosted profits for gas marketing and E&P operations.
Earnings from utilities are likely to be lower in the
second half of the year, however. Gas distribution profits
will be lower as a decline in natural gas demand for
heating purposes is imminent due to seasonal condi-
t i o n s ,  w h i l e  u n r e g u l a t e d  e a r n i n g s  m a y  t r e n d  d o w n w a r d

owing to lower gas prices. Also, LDCs are currently
undergoing pressure from higher operating costs, in-
cluding greater pension expense and a rise in medical
and property insurance premiums. LDCs are also expe-
riencing increased bad-debt costs, following last winter's
colder temperatures and the accompanying higher gas
bills charged to customers and collection diiiicudties.

aI
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I
I
I
I
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I
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L o c a l  D i s t r i b u t i o n  C o m p a n i e s .
Natural Gas Distribution has historically been a regu-

lated industry Gas utilities are natural monopolies at
the local distribution level, since it is cheaper and more
etiicient for a single provider to supply gas to an indi-
vidual state or region than for multiple companies to
build competing networks. As a result, each area is
serviced by a sole supplier, referred to as a local distri-
bution company (LDC). These entities are regulated at
the state level, with capped return-on-equity (ROE)
potential, in order to keep them from using their mo-
nopolistic situation to overcharge gas customers. On the
otherhand,LDCs generating profits below their allowed
ROE can petition regulators for gas rate increases or File
to recover costs. For instance, many LDCs lost money in
the winter of 2000-2001 when the price of gas they
purchased soared to unprecedented levels, yet they had
to distribute the gas to consumers at much lower fixed
rates. Regulators allowed many utilities to recover these
costs over a 3- to 5-year period. In short, regulation
limits the potential profitability for LDCs, but also
reduces volatility in their share prices. .

Industry Chalnge
Initially, gas utilities had exclusive rights to deliver

gas and provide other gas services to specified regions,
and were fully regulated by state public utility commis-
sions. But the federal governmentbeganto open certain

Investment Advice
The solid dividend yields and stable share prices of

these stocks cater to income investors with low risk
tolerance within the equity universe. It is noteworthy,
however, that the business profile of gas utilities is
changing as they expand into unregulated areas. Inves-
tors should consider how much exposure a company has
to unregulated activities before making an investment
decision here. Unregulated operations usually add more
volatility to the share price. Also, a company moving
outside the distribution business will be less likely to
increase dividends over time.

MichaelR Maloney
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CAPlTAL STRUCTURE as of  6/30/03
Total Debt  1167.9 mill.  Due in 5 Yrs 504.1 mlll.
LT Debt $925.1 mill. LT lnteresl $60.0 mill.
(Inc. $228.3 million in trustprelerred securit ies)
(Total interest coverage; 2.91)
Leases,  Uncapitalized Annual rentals $29.1 mill
Pension Assets-12102 $207.8 mill.  Oblig.  S290

mail.
Pad Stock None

Common Stock63,731 ,156 she.
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Nonregulated subsidiaries: Georgia Natural as erv lces  ma e  s

natural gas at retai l.  Acquired Virginia Natural Gas. 10100. Sold
Utilipro. 3101. Officers/direcnors own 1.5% of outstanding common
shares (3/03 Proxy). President & CEO: Paula Rospot. Incorporated;

Georgia. Address: 303 Peachtree St.. N.E.. Atlanta, GA 30308. Tel-

ephone: 404-584-9470. Internet www.agltesources.com.

BUSINESS: AGL Resources,  Inc.  is a public ut ility holding compa-
ny.  I ts dist r ibut ion subsidiar ies is At lanta Gas Light ,  Chat tanooga
Gas,  and Virginia Natural Gas.  The ut il it ies have around 2 mill ion
customers in Georgia.  pr imar ily At lanta.  Virginia.  and in soul fem
Tennessee.  Also engaged in unregulated natural gas market ing
and o t her  a l ly ser vices .  Also  w ho lesa les  and r e t a i ls  p r opane.

r e f in an ced

the company's debt of 7.2%. Net proceeds
of the offering were

Also,
t i n  a t e s  f o r  t h i s th e  co mp a n y  co mp l e te d

September 19, 2003

g re a te r  p h ys i ca l  vo l u me .  Imp ro ve me n t  s
from ut i l i ty  operat ions are l i ke ly to  be less
p r o f o u n d  i n  t h e  n e a r  t e r m ,  h o w e v e r ,  a s
customer growth is  o f fse t somewhat by in -
creased bad debt expense.
A G L  R e s o u r c e s  h a s s o m e
o f  i t s  e x i s t i n g  d e b t ,  i n  o r d e r  t o  t a k e  a d -
va n ta g e  o f  l o w  i n te re s t  r a te s .  I t  r e ce n t l y
i s s u e d  $ 2 2 5  m i l l i o n  o f  s e n i o r  n o t e s  a t
4 .4 5 % ,  co mp a re d  to  th e  a ve ra g e  ra te  o n

u s e d  to  a y  d o w n  a p -
proximate ly $110 mi l l ion  in  shor t- te rm ob-
l igat ions and $65 mi l l ion  in  h igher-coupon
l o n g - t e r m  d e b t .  T h e  r e m a i n d e r  w i l l  b e
used for general  corporate purposes.

a  $ 1 0 o  m i l l i o n
f ixed- to~f loat ing in terest- ra te  swap, which
b r i n g s  AG L  n e a r  to  i t s  ta rg e te d  d e b t  m i x
of 70%  fixed- and 30%  floating-rate debt.
T h i s  i s s u e  i s  a  g o o d - q u a l i t y  i n c o m e
stock. I t  o f fe rs an adequate  d iv idend y ie ld
and has provided share-pr ice stabi l i ty over
t h e  p a s t  d e c a d e .  I n v e s t o r s  s h o u l d  n o t e
t h a t  t h e  r u n - u p  i n  p r i c e  t h i s  y e a r ,  h o w -
e v e r ,  ma k e s  th e  s to c k  v u l n e r a b l e  i n  t h e
event of any operational  d isappointments.
Michae l  R  Maloney

A G L  R e s o u r c e s '  s h a r e  p r i c e  i s  r e a c h -
i n g  n e w  h i g h s ,  o n  a  sp l i t - a d j u s te d  b a s i s .
T oo ,  the  recen t  p r i ce  o f  $28  marked  a  7%
advance f rom our  p rev ious repor t  i n  June.
T he  share -p r i ce  advance  has  been  d r i ven
b y  so u n d  co mp a n y  fu n d a me n ta l s .  O n  to p
o f  d i v i dend  tax  cu ts  and  the  l ow  i n te res t -
r a t e  e n v i r o n m e n t ,  w h i c h  m a k e  i n c o m e
s t o c k s  m o r e  a t t r a c t i v e ,  A G L  r a i s e d  t h e
qua r te r l y  d i v i dend  by  a  penny  i n  the  sec-
o n d  q u a r t e r .  M e a n w h i l e ,  e a r n i n g s  h a v e
b e e n  s t r o n g ,  a s  s h a r e  n e t  o f  $ 0 . 2 9  l a s t
quar te r  was ahead of our expectat ions and
38%  ahead of the year-ago figure.
W e  a r e  r a i s i n g  b o t h  a u :  s h a r e - n e t  e s -

y e a r  a n d  n e x t  b y  a
d i m e .  W e  n o w  l o o k  f o r  E P S  t o  b e  $ 2 . 0 0
and $2 .10  in  2003 and  2004,  respect i ve ly
T he  changes come on  the  hee ls  o f  be t te r -
than -an t i c i pa ted  pe r fo rmance  i n  the  June
q u a r t e r , p a r t i c u l a r l y f r o m u n r e g u l a t e d
act i v i t i es.  AGL managed to  genera te  EBIT
o f  $ 6 . 6  m i l l i o n  f r o m  t h e  E n e r g y  I n v e s t -
men ts  un i t ,  and  EBIT  o f  $0 .3  mi l l i on  f rom
the Wholesale Services d ivision, compared
to  mu l t i m i l l i on  do l l a r  l osses  i n  bo th  un i ts
a  yea r  ago .  T hese  pos i t i ve  t rends  shou l d
cont inue as a  resu l t  o f  h igher  marg ins and

March. June. Sept, and Dec.

$0.152 '95. dS0.83, '99. $0.891 '00, $0.13. '01 v
S0.13. (C) Dividends historically paid early

l  D lv'd reinvest .

19.4
14.6

I  T  g e t  P r i c e  H a n g s
21196 2 0 0 8

4
64

48
40
o z

24
20
16

12

B

s
i

I
I
I
I
| 26.7

69.8
ss.7

:sos
15.9
77.9

P'

l\lIHiitiii\ii ml

1 yr.
3 yr.
5 yr. I

I

349u

r .. s plan available. (D) In millions. adlusled lot
stock split .

Company's F inancial St rength
Slack's P r ice Stabil i t y
Pr ice Growth Persistence
Earnings P redictabil i t y

B4»+

(A) Fiscal year ends December 31st,  Endeci
September 30th prior to 2002. (B) Diluted eam-
lngs per share. Nexl earnings report due late
Oct. Excl. nonrecurring gains (losses): '88,
Q zoos. Value Ufa PubIlshlnq- Inc. An "Q*'*S reserved. Factual maternal is ontalneti from sources behaved ro be re\\aD\e and rs provided without warranlres f n klnd-
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ATvOSENERGYCORP. NYSE-ATO
RECENT
PRICE 24.36 28.0 14.7(L';8§:23.'}§;3) 0.83RELATIVE

PIE RATIO

4TIMELINESS Lowered919'03

SAFETY 3 Lowered6:23:00

TECHNICAL 3 Lowered M4'03

serA es (1.0o=marketl

Hgh
Law

Price
a s
i s

Ann I Total
Re c ur
1 4 %

6 %

2006-08 PROJECTIONS

Gain
+ » 5 %

( (4»5%

In s id e r  De c is io n s

ONDJFMAMJ
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 1 0
1 0 1 1 0 0 0 0 0

(0 Buy
Options
to Sati

In s t itu t io n a l De c is io n s
402602 102g03 20200a

10 Buy 60 65 72
to Sell 36 40 37
Hl¢§(000) 16646 V6559 16964

I

'Q _ iv ..'F-I
_-.. - - -

¢4 4. I
I

I| iI
G
4
2

1

, L_ _ |

.111111

Percent
shares
traded

:I

1 • 041
Of ' ' * * $lIt

.I
nisi.E|

II1HInII ll»lillnlII l1l111111III: III IIIhl
i

If

1
4 I H
F

| ..|.| 1\ I

I
At nos Energy's history dates back to

1906 in the Texas Panhandle. Over the
years. through various mergers. at became
part of Pioneer Corporation, and, in 1981.
Pioneer named its gas distribution division
Energas. In 1983, Pioneer organized
Energas as a separate subsidiary Ana dis-
tributed the outstanding shares of Energas
to Pioneer shareholders. Energas changed
its name to Atm0s in 1988. Ammos acquired
Trans Louisiana Gas in 1986. Western Ken-
tucky Gas Utility in 1987. Greeley Gas in
1993. United Cities Gas in 1997. and others.

CAPITAL STRUCTURE as of 6/30/03
Total Debt$874.7mm. Due in S Yrs $230.0 mill.
LT Debt $B64.3 mill. LT Interest $50.0 mm.
(LT interest earned: 2.9x: total interest
coverage: 2.6x) (51 of Capt)
Leases, Uncapitalized Annual rentals $9.6 mill.
Pfd Stock None
Pension Assets-B/02 $209.9 mill. Oblig. S2262
mill.
Common Stock51279.963 she.
as of BI1/03
MARKET CAP' s1.2 billion (Mid Cap)

20o2 6/30/0320o1

17.3
365]
383.0
203.6
10.4

168.1
382.1
275%

46.8
283.2
33000
135.6
167.8
159.7
463. 1
259 o

15.3
409.0
424.3
84.5

221 .9
204.6
511 .0
356%

CURRENT POSITION
(SMILL)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov

Past
5 Yrs.
-1 .0°/
3 .0%
_. 5 °°

4 0 %
5 . 0 %

past
!0 Vrs.

-2.0 /
2.0 /
3.5 /
4.0 /
4.0

Est'd '00-l02
lb '06-'08

Nil
4.5 o
9.0 I/
2,09/
2.5°'

ANNUAL RATES
01 change (per sh)
Revenues
"Cash Flow"
Earnings
Dividends
Book Value

Fiscal
Year
Ends

QUARTERLY REVENUES (S mill.) A

Dec.31 Mar.31 Jun.30 Sep.30

Eull
Fiscal
Year

2000
2001
2002
2003
2004

314.2

675.1

37955

7110.4
685

152.4

164.3
161.8

247.8
250

224.5
442.8

271 .3

401.5
415

159.1
160.1

138.2

230.3

210

B5 0 2
1442.3

950.8
1580

1560

F868
Year
Ends

EARNINGS PER SHARE A B
Dec.31 Mar.31 Jun.30 Sep.30

Full
Fiscal
Year

2000
2001
2002

2003

2004

d.14
d.08
.08

.46

.70

.50

.60

.63

.94
1,13

1.01

1.24
1.17

d.23
<149
d.14
d.14
d.1a.03

1.03

G1.47

1 4 5
1.70

1.65

Cal-
endar

QUARTERLY DIVIDENDS PAID Cu
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

1999

2000
2001

2002

2003

.285

.29

.295

30

.275

.285

.29

.295

.30

.275

.285

.29

.295

.30

.275

2 8 5
.29

.295

.30

111
115
117
1.19

1993 £1994 1995 '199G 11997 '1998 1999 12000 2001 12002 12003 :2004 »VALUE LINE PUELINC. 66-08
31.941 32.571 28.08
2.39: 2.19! 2.55
1.191 .gel 122
861 .es 1 .92

3019  I 30.59

2.80 2.85

1 51 1.34

.96 I 1.01

2790 4 22.09 I 26.61
3.38 I 262 | 3.01
1841 .811 1.03
1061 1.106 114

3536

3.03
1 4 7

1.16

30.70 g 28.90 Revenues per sh A

3.35 I

1.70 I

1.20 I

22.82 .

3.39 I

1.45 I

1.18 |

15.2 I

.80 |

5.4°. I

28.15

3.40 "Cash Flow" per sh 4.10

1.65 ,Eammgs per sh A a 2.20

1.22 'Div'ds DecId per s h  c . 1.32

3.55 .Cap.l Spending per sh ' -  3 . 5 5

15.60
_ 65.00"
v- 13.5

.90

i 4.59

950.8
59.7 I

37.1% I
6.3% i

53.9% |
46.1°
1243.7 I
1300.3 I

6.8% I
10.4" I
10.4% I

1830

140.
* - 3 Z 0 %

z7 °.

50.0%

1 " . 0 %
2050

1900

8.0%

14.0%

14.0%

15.95 'Book Value perch

58.00 Common Shs Outsfg o

Bold Fig yes are 7Av9 Ann'I P/E Ftatio

Value Line Relative P15 Ratio

" ' " '  l e g Avg Annl Divd vseua

1580 I 1560 Revenues (Small) A

85.0 | 85.0 Net Profit (Small)

310% 370% Income Tax Rate

5.4% s 54% Net Profit Margin

51.0% | 50.0% Long»Term Debt Ratio

49.0% I 50.0% Common Equity Ratio

1705 I 1730 'Total Capital(SmiIII

1505 I 1550 -Net Plant Ismal1I

6.0% I 5.0% Return on Total Capl

10.5% | 10.5° Return on Sh1.Equity

10.5% 70.5. Return on Com Equity

413

11.04

4.84

10.75
M444 I 3.53 t 2.36 I3.29 i

9.78

2.67 !

9.64

4.05

10.20
2.77

12.21 t 12.09 ! 12.2a I 1431
16.0214.38 I 15.30 l 15.52 3021629.64 31.25 x 31.95 | 40.79
*51
95

42°

15.4

80

3.7

19. 2 1

1 . 26  I

4 . 7  o

15.0

1.00

5.0°

15,6

.80

5.1%

W 9

1.03

4.2%

33.0 1a.9 |
1sa . 1.23

4.1°/ I 5.9%

14.7

57 1

4.9°

483.7

23.9

459.4
n o

435 . 8

18 . 8

499.B 4

14. 7 1

848.2 I 690.2 i 850.2
55.3

906.8

39.2 25.0 I 32.2
1442.3

56.1
355°.  l 33 .8°

2.9% 4.3°
37.5

4.3%

36.5% 37.3%

6 5 ° 1 3.6% I 3.B% | 3.9%

35.7.4

5.0 o

37.7%

7°
41 58

58.5%

48.0° 5 45.3 a

52.0% 54.7°

48.19 51.8% 150.0% §48.1%
51.9% .4B2° 550.0% l51.9'V

43.3%

56.7
54.3%

457%
244.6 287.9 289.6 | 294.6 q 630.2

299.3 I 327.4 4 363.3 I 413.6 I  849.1

9.2% 7.2° 8.9% 10.6° 8.3°

769.7 I
917.9 | 965.8 | 982.3 1335.4
9.0 5.9%

755.1 I 755.7 I 1276.3

i 5.1% . 6.5% \

I11 . 9°

1 1 . 9 4

1 x12.3%

12.3%
13.9 9

13.9°

12.0°.

12.0°

1

I

9.8%

9.8°
14.9 0 e.6°.  I 8.2%

14.9° 6.6% 8.2%

9.6%

9.6%

2.1%

79%

5.6% i

54% i

1 . a % i z9 ° .  ,

86% 76'1
5.1 o

w . i

Sm. | NMF
5a°. I NMF i 11

3.9°.
67°.

1.9%

82% I
I309 Reta ined to Com Et

74 fu All Div'ds lo Net Prof

5.§9.

60%

BUSINESS: At nos Energy Corporation is engaged primarily In the
distribution and sale at natural gas through f lv6 regulated natural

gas utility operations: Louisiana Divrsron 1370.012 utility meters in

serv ice in 2002). Texas Div is ion rat3.340r. Mid-States Div is ion

i3t0.630), Colorado-Kansas Divrsron (216.980). and Kentucky Divi-
s ion i178,379) Comorned 2002 sales volumes: 145 MMct. Break-

down: 53%, res ident ia l:  25 = commerc ia l:  22 moustr ia l and
other. `02 depreciat ion rate 3.8% Has 2.340 employees Off icers

a nd di re c to rs  o wn a ppro x. . i i a t  common s tock;  ESOP. 5.8%

(12/02 Proxy ).  Cha i rman.  CEO 8. President Rober t  Bes t .  ln-

corporated: Texas. Address: ° O. Box 650205. Dallas, TX 75265.

Telephone: 972-934-9227. Internet; www.atmosenergy.com.

3.171 3.00 !
13.751 16.20 I
41.68 g 51.50 I

March. June. Sept. and Dec. n Dlv. remvest-
ment  plan.  (3 discount). Durecx stock pur-
chase plan avalI. (D) In mllhons. adyusfed for
stock sollts .  (E) Years poor 10 1994 are not

Q

High: . 15.91 21.2 _
Low: 7 : 15.2
LEGENDS

LTO x Dwsoencls :J s*1
dlvldell Dy  merest Rare

. Reianve Pnce> §t'e~1g!h
3 to r 2  sp i n 5-94
O§tlons.  No

haded areas :rldIca!8 recession
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I t  a p p e a r s  t h a t  A m m o s  E n e r g y ' s  s h a r e
n e t  w i l l  j u m p  t o  a r o u n d  $ 1 . 7 0  i n  f i s c a l
2 0 0 3 ,  e n d s  S e p t e m b e r  3 0 t h .  ( N o t e  t h a t
t h i s  e s t i m a t e  e x c l u d e s  a  $ 0 . 1 7 - a - s h a r e
cha r ge  due  t o  an  accoun t ing  change . )  T he
u t i l i t y  o p e r a t i o n s  a r e  b e i n g  h e l p e d ,  i n
pa r t ,  by  las t  yea r ' s  pu r chase  o f  M iss iss ipp i
Va l le y  Ga s ,  w h ich  a d d e d  2 6 0 . 0 0 0  cu s t o m -
e r s .  T h e s e  s e g m e n t s  a r e  a l s o  b e n e f i t i n g
f r o m  h ig h e r  b a se  ch a r g e s  ( m a in l y  i n  L o u i -
s ia n a ) .  d u e  t o  a n  a n n u a l  r a t e  s t a b i l i za t i o n
f i l ing  tha t  became e f fect ive  las t  November .
B u t  t h e  n o n - u t i l i t y  u n i t s  h a v e  g e n e r a t e d
l o w e r  i n c o m e  o f  l a t e ,  s t e m m i n g  p a r t l y
f r om h igh  gas  p r ice  vo la t i l i t y .
G a s  s u p p l y  h e d g e s  s h o u l d  p r o t e c t  r e -
s u 1 t s  g r e a t l y  a g a i n s t  p o s s i b l e  s h a r p
i n c r e a s e s  i n  n a t u r a l  g a s  p r i c e s  d u r i n g
t h e  2 0 0 3 - 2 0 0 4  h e a t i n g  s e a s o n .  M a n a g e -
m en t  i s  cove r ing  be tw een  50%  and  60%  o f
A t h o s '  a n t i c i p a t e d  f l o w i n g  g a s  r e q u i r e -
m e n t s  t h r o u g h  s t o r a g e  a n d  f i n a n c i a l  c o n -
t r a c t s  a t  a n  a v e r a g e  c o s t  o f  a b o u t  $ 5 . 1 0
p e r  M c f ,  c o m p a r e d  t o  $ 3 . 1 4  p e r  M c f  l a s t
year .
T h e  c o m p a n y  r e c e n t l y  s o l d  f o u r  m i l -
l i o n  s h a r e s  o f  c o m m o n  s t o c k  i n  a  p u b l i c
o f f e r i n g  f o r  n e a r l y  $ 9 7  m i l l i o n  i n  n e t  p r o - FT

ce e d s .  A n  a d d i t i o n a l  1 0 0 . 0 0 0  sh a r e s  w e r e
so ld  f o r  $ 2 . 4  m i l l i o n  i n  n e t  p r o ce e d s  w h e n
t h e  u n d e r w r i t e r s  e x e r c i s e d  t h e i r  o v e r -
a l l o t m e n t  o p t i o n .  T h e  c a s h  i s  b e i n g  u s e d
p a r t l y  t o  d e c r e a s e  s h o r t - t e r m  d e b t  a n d  t o
f u n d  A t h o s '  p e n s io n  p la n .  T h e  e q u i t y  i ssu -
ance  modest ly  d i lu ted  sha r e  ea r n ings.
A t h o s  E n e r g y  i s  o n e  o f  t h e  m o r e  a g -
g r e s s i v e l y  m a n a g e d  n a t u r a l  g a s  u t i l i -
t i e s  i n t h e  V a l u e L i n e  u n i v e r s e .  a s  i t
s u c c e s s f u l l y  c o m p l e t e d  s e v e r a l  m a j o r  a c -
qu is i t ions over  the  past  17  year s .  T he  com-
p a n y  w i l l  u n d o u b t e d l y  s t i c k  t o  i t s  w i n n i n g
f o r m u l a  o f  b u y i n g  l e s s - e f f i c i e n t  u t i l i t i e s
a n d  i m p r o v i n g  t h e i r  p r o f i t a b i l i t y  t h r o u g h
c o s t  c u t t i n g ,  r a t e  r e l i e f  a n d  a g g r e s s i v e
m a r k e t i n g ef for ts. 1 Our p r esen ta t ion
d o e sn ' t  i n c l u d e  f u t u r e  p u r ch a se s ,  t h o u g h ,
d u e t o  t h e  m a n y u n c e r t a i n t i e s  i n v o l v e d
w i t h  t h a t  s t r a t e g y . )
Income-on'ented accounts may be
drawn to the unfavorably ranked
equity's current dividend, which ih-
creased at a steady rate in previous years.
We anticipate additional hikes in the pay-
out, too, as supported by our favorable
projections.
Frederick L.

comparable due lo acquisition using pooling of
interest method. (F) ATO completed United
Ches merger7/97.(G) Otis don't add due to

H a r r i s , I I I  September  19,  2003

Company's F 1ancia| Strength
Sto4:k's Price Stability
Price Growth Persistence
Earnings Predictability

(A) Fiscal year ends Sept.  30th,  (B) Di luted
shes, Excl. nor rec items: `97. d53c: .99, d23c:
00, 12c: Q2 '03. d17¢. Next egg. rel due early
Nov. (C) Div idends his torica lly  paid in early changes shes out

Q 2G08.  Value Ume Publlshin .  Inc .  All norms resewedFac tual maler la(  IS onramea loom sources ceveveo lo Ne 'enable Ana is orovlaeu gi lmour  W 3fT3f1I I€5 of  any  Una
THE PUBLI SHER I S NOT9E3p0n5lgLE FOR ANY ERRORS
of fl may be reproduced. resold, stored or lransmmed in any pnmea. eleclrcnlc or owner lord we used lot Qe~'=e'armg nr m8n€!mq av orlnled or eleclrcmc nuollcauon sense or oroaucl

OR OMISSIONS HEF!EiN True nubncax-9r~ Is smcnv for  sunscnoefs own non-commerc lal mtemal use. No Dart Mr! r

I
I
I
I
I
I
I
I
I
I I



NYSE-LGLACLEDEGHOUP 27.56RECENT
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Gain
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Insider Decisions

ONDJFMAMJ
0 0 0 0 1 0 0 0 0
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0
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Options
to Sell

2azooa

44
32

4619

institutional Decisions
402901 1azooa

38 33
27 37

4704 4527

lo Buy
to Sell
Hwqooo)
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16.9

High:
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25.6
18.3
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20.0 ! 18.4
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1987= 198a! 1989 199o= 1991 =1992 1 9 9 3  1 9 9 4 1 9 9 5 1 9 9 6 1997 '1998 ,1999 .2000 2001 !2002 12003 2004 I ©VALUE LINE PUB.. INC. 106-08

28.38 I 30.82

244 I 2.51

144 1 1.s7

1.06 i 1.10

26.83 i
2.a2 1
1.17
1.20

32.33 I 33.43

2.a1 2.65
1.61 I 1.42
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14.0

I .95

5.2%
CAPITAL STRUCWRE as OI 5/30/03
Total Debt S4335 mm. Due in 5 Yrs S240.0 mill.
LT Debt $304.6 mill. LT Interest S24.3 mill.
(Total interest coverage: 2.0x)(LT Debt incl. $45
million in 77°. obligated. mandatory redeemable
preferred securities of subsidiary trust. l

150. of Cap'l)
Leases. Uncapitalized Annual rentals S1 .a mill.
Pension Assets-9/02 $12.1 mill. Oblig. S50.0 mill.
Pfd Stock $1.3 mill. Pfd Div'd S.07 mm.

Common Stock 19.078.853 she.
as of 789W
MARKET CAP: $525 million (Small Cap)

2002 6/30/032001

7.3
205.1
212.4

129
209.5
222.4

CURRENT POSMON
(SMILL)

Cash Assets
Other
Current Assets

3.2
1878
190.5

63.2
128.9
70.9

2sa.0
255/

45.7
186.7
104.4
336.8
230 .

32.1
117.1
68.5

217.7
253

Accts Payable
Debt Due
Other
Current Liar
Fix. Chg. Cov.

Past
10 Yrs.

Past Est'd 'D0~'02
5 Yrs. to `06-'08

6.5° 5,59"
-2.0% 3 . 0 ,
-3.5 5 .5%
1.0 . t o
2.0 .n 3 . 0 ,

ANNUAL RATES
0? change (her sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

3.5°'
2.0
1.59
1.0 .a
25°

Fscm
Year
Ends

QUARTERLY REVENUES (S Mil\.)*

Dec ,31  Mar .31  Jun.30 Sep.30

Full
Fiscal
Year

2000
2001
2002
2003
2004

95.3
122.9

147.3
186.6

180

238.3

442.7

287.5

422.2

425

81.1

91.4

125.8

131.2

135

151.4

345.1

194.6

280.0

285

566.1
1002.1

755.2

1020
1025

Fiscal
Year

Ends

EARNINGS PER SHARE A B
Dec.31 Mar.81 Jun.30 Sep.30

Full
Fiscal
Year

2000
2001
2002
2003
2004

d.19

d 2 7

d.28

d 2 5
d.25

.02
d.20
d.05
.11
.15

1.03

1.10
1.10

1.14

1.15

.51

.98

.41

.80

.80

1.37

1.61

1.18

1.80

1.85

Cal-
endar

0UhRTERLY DNIDENDS PAID C I
Mar.31 Jun.30 Sep.30 Dec.31

Full
Year

1999
zoom
2001
2002
2903
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.335

.335

.335

.335

.335

.335

.335

.335

.335

.335

.335

.335

.335

335
.335

.335

.335

1.34

1.34
1.34

1.34

504.0 i 523.9

2s.2[ 22.2
431.9

20.9

s44.a} 602.8

3 2 .8 , 32.5
1020
34.2 x

547.2 K 491.6 1 566.1 1002.1 I 7552 I
279 I 26.9 i  25.0 30.5 22.4 I

1060

.  0
37.3° |  36.0°

5.0% 42°/o

32.1°'

4.8%
I
I
E
1

43.9%

55.5%

45.3%

53.1°
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59.3%

42593

57.1'3.

r x
/

49.5% I 47.5°. I  50.0%

54.5% I 50.2% 52.3% r 50.0%

38.0° i 40.9° 41.8% 145.29'

61.6% 58.6% i 57.89 :

357.GI 351.1
. 411.73908

3B3.5

484.3

422.2

452.2
574.1 I 546.6 |
602.5' 594.4 I

5192 |
575.4

406.5

467.6

438.0 ;  488.5 i

490.6 |  519.4 .

610
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620 Total Capital (Small)

650 Net Play ($mill)
I 650

730
8.1%

11 .39.

1 L 3 %

9.1% |
13.1% 9

132°

7.19"

91° '

9.2°/.

9.4%
,t ! 13.5%

I 13.5%

Z5% IRetum on Total Cap'l7.1% I 6.7°'
i

6.0%

7.8%

7.8

15% I I
11.5% ; 11.0% 'Return on Shr. Equity

11.5% i 11.0% IRetum on Com Eau'

9.7°. r 8.1 | 6.9%
12.92° I 10.84 I 95°- I 9.1% I  10.5° I

12.9% I 10.8° 955 I 9.1% | 10.5 o I

1 5 %

10.5%

10.5%33/41 1.6%
75°a§ 86%

2% !
98% 1

1.8 I 1.0°"

a s I 89% i

1.B°b

83°° .

NMF | 3.0% ! 3.0% !Retained to Com Eq

113% ! 75% i 75% IAIIDiV'd5l0 uh¢pmf

4°I»l 4.5%
96% I 67% I

g
I1

3.0%

72%
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70°

BUSINESS: Ladede Group, Inc.. is a holding company for Laclede
Gas. which distributes natural gas in eastern Missouri (population. 2
million), including the city of St. Louis. SL Louis County, and pans
of 8 other counties. Had 628.638 customers al 9/02. Purchased
SM&P tor $43 million (1/02). Therms sold and transported in fiscal
'02: 1,06 mill. Revenue mix: residential, 65, ; commercial and in-

dustrial. 24 . transnortatlon, 2/ other, 9%. Purchased gas oo-
tained from various suppliers accounts for 59/ al revenues. Has
about 3.950 empls.: 9.715 common stockholders. Off. & Dir, own
6.45.' of common she. (l/03 Proxy). Chin.. CEO. and Pres.: D,H.
Yaeger. Inc.: MO Address: 720 Olive Street. Sl. Louis. MO 63101.
Tef.: 314-342-0500. Internet: www.lacledegas.com.

L a c l e d e p o s t e d s t r o n g e r - t h a n -
e x p e c t e d  r e s u l t s  i n  i t s  t h i r d  f i s c a l
q u a k e r ,  ( e n d e d  J u n e  3 0 t h )  e a r n i n g  $ 0 . 1 1
p e r  s h a r e ,  v e r s u s  a  l o s s  o f  $ 0 . 0 5  i n  2 0 0 2 .
O n e  o f  t h e  o t h e r  p r i m a r y  s o u r c e s  o f  t h e
s t r e n g t h  w a s  t h e  n e w  r a t e  d e s i g n  t h a t  t h e
c o m p a n y  i m p l e m e n t e d  i n  N o v e m b e r ,  2 0 0 2 .
T h e  n e w  p l a n  i n c o r p o r a t e s  a  w e a t h e r
m i t i g a t i o n  c l a u s e  w h i c h  a l l o w e d  t h e  c o m -
p a n y  t o  r e c o u p  m o r e  o f  i t s  f i x e d  d i s t r i b u t e
s o n  c o s t s  i n  t h e  t h i r d  q u a r t e r .  T h e  e f f e c t
i s  a  p a r t i a l  r e d u c t i o n  i n  t h e  s e a s o n a l i t y  o f
L G ' s  e a r n i n g s .  R e s u l t s  w e r e  a l s o  a i d e d  b y
a  r a t e  i n c r e a s e ,  i m p o s e d  a t  t h e  s a m e  t i m e
a s  t h e  n e w  d e s i g n ,  w h i c h  h e l p e d  t o  b o o s t
b o t h  e a r n i n g s  a n d  r e v e n u e s .  D u e  t o  t h e
s h i f t  i n  c o s t  r e c o v e r y ,  L a c l e d e  s h o u l d  b e
a b l e  t o  c o n t i n u e  t o  g e n e r a t e  a  p r o f i t  i n  t h e
t h i r d  q u a r t e r  g o i n g  f o r w a r d .  A s  a  r e s u l t  o f
t h e  u n e x p e c t e d  p r o f i t  d u r i n g  t h e  p e r i o d ,
w e  h a v e  r a i s e d  o u r  f i s c a l  2 0 0 3  s h a r e - n e t
e s t i m a t e  t o  $ 1 . 8 0 .
T h e  c o m p a n y ' s  n o n - r e g u l a t e d  d i v i s i o n
c o n t i n u e s  t o  s e n d  m i x e d  s i g n a l s .  D u r -
i n g  t h e  q u a r t e r ,  r e v e n u e s  a t  t h e  G a s
M a r k e t i n g  s e g m e n t  j u m p e d  m o r e  t h a n
1 1 0 %  o n  i n c r e a s e d  s a l e s  a n d  h i g h e r  g a s
p r i c e s ,  w h i l e  o p e r a t i n g  i n c o m e  l e a p t  l 3 0 %  .

H o w e v e r ,  t h i n g s  a r e  n o t  s o  b r i g h t  a t  t h e
c o m p a n y ' s  u n d e r g r o u n d  m a r k i n g  s u b s i d i -
a r y  D u e  t o  t h e  p r i o r  c a n c e l l a t i o n  o f  c o n -
t r a c t s  b y  t w o  o f  i t s  l a r g e s t  c u s t o m e r s ,  r e v ~
r u e s  a s  w e l l  a s  o p e r a t i n g  i n c o m e  f e l l  b y

a p p r o x i m a t e l y  3 0 4  y e a r - o v e r - y e a r .
M a n a g e m e n t  i s  s t i l l  a p p e a l i n g  a  r u l -
i n g  b y  r e g u l a t o r s  t h a t  n e a r l y  $ 5  m i l -
l i o n  i n  i n c o m e  f r o m  2 0 0 1  b e  o v e r -
t u r n e d .  N e v e r t h e l e s s ,  i t `  t h e  e f f o r t  i s  u n -
s u c c e s s f u l ,  i t  s h o u l d  r e s u l t  i n  a  c h a r g e  o f
$ 0 . 2 6  p e r  s h a r e .
L a c l e d e  s h a r e s  h a v e  m o v e d  u p  o n e
r a n k  t o  3  ( A v e r a g e )  f o r  y e a r - a h e a d  r e l -
a t i v e  p r i c e  p e r f o r m a n c e .  T h e  s t o c k ,
w h i c h  h a d  a  s t r o n g  r u n  e a r l i e r  i n  t h e  y e a r ,
w h e n  d i v i d e n d - p a y i n g  s t o c k s  w e r e  i n  f a -
v o r ,  h a s  l a r g e l y  h e l d  s t e a d y  s i n c e  o u r  J u n e
r e p o r t .  L o o k i n g  t o  t h e  l o n g e r  t e r m .  t h e  i s -
s u e  i s  a l r e a d y  w e l l  w i t h i n  o u r  p r o j e c t e d
p r i c e  r a n g e  f o r  2 0 0 6 - 2 0 0 8 .  A l t h o u g h  t h e
s h a r e s  d o n ' t  o f f e r  a t t r a c t i v e  c a p i t a l  a p p r e -
c i a t i o n  p o t e n t i a l ,  i n c o m e - o r i e n t e d  i n v e s -
t o r s  m i g h t  f i n d  t h e  s t o c k  a p p e a l i n g .  T o o ,
t h e  d i v i d e n d  c o v e r a g e  h a s  i m p r o v e d ,  a l -
t h o u g h  i t  h a s n ' t  r e a c h e d  a  p o i n t  w h e r e  a
h i k e  i n  d i s t r i b u t i o n  i s  w a r r a n t e d .
M i c h a e l  R  G o r m a n S e p te mb e r  1 .9 . 2 0 0 3

28.6
20.3

27.9
224

27.0 i 24.84 25.s; 2s.o; 28.7 *
2008 17.51 21.31 19.01 21.81

1 I g I I

I

E

I

g
l

1 a I

Target Price Range
2006 i  2007 12008

v ' .
I 1 a 84

v
\

[ i
|
9

I

J

I
I .ll 1 I

I

I |i--*--4, f
i

i I
I Q !¢ - QQ I 0 I I -
f |

$4

48
40

32

'24
20
IN

i n

t I tI
I

E
I

r

v I
~-...-' r-"...

I "1'- l 1 1

B

6

I
I
I
I
I

I

h IHIIIIIIIIHIH | Hum
- 11y r .

-.3vf
' S i r

% Tot RETURN a/ca
mus VL ARITH.

srocx INDEX
20.1 30.9
50.4 15.9
56.2 77.9

LQ
I

1
i

r

35.9% I aa.1°. : 35.6% ! 35.5% 3
6.02. 5.4°... s.1°. _ s.5°-; ' 451; : w .

352% ! 32.1% I 35.4% I :sins | 310% :Income Tax Hale
| a.0°,. 4 3.4% I ws Incl Profit lhrgin

480% ALong-Tenn Dahl Ratio

51 .0- , .  :Common mm Rat io F

l  35 .0%

| 3.4%

47.0%

53.0%

r
1

4»-9
y,

p

l
r
fI
I
I

!

i

)
\

I
I
I
I
I
I L

I

i

I| l
;

s

I

l
I
1

i

1

t

(B) Based on average shares outslandxnu Thru. April. July. October. r(E) In millions. Adjusted for stock sort.
Company's Financial Strength
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5.2% 4.8%

26.7

1 .39
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38.1 | 4s.a
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45.0%
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CAPITAL STRUCTURE us M sao/na
Tool D lht  $502.5 mil l .  Due in 5 Y rs5125.0mll l
LT Debt s4so.s mill. LT lnleresl532.0 Mlll
Ind. $6.4 mill. 7% .4 debs. due 3/1/12. each cony
int050.25 cum. she. al $19.90.
(Total interest coverage: 3. ix)

Pension Asull-121118 $143.2 mill.  Oblig.  $185.1
mill.

ma Dlv'd S.6 millpla Stock $7.5 mill.

Common Stock2s.7aa.4oe sols.
MAR K E T cAl  s lso  ml l l lon  ( Smal l  C ap)

2002 s t r uma2901

24. 1
104. 9
128.4

s s . a
51 6
37. 9

144. 8
3 0 0 %

10.4
199 . 9
210. 3

70. 7
148 . 9

54. 6
279. 6
285 /

7 . 3
1 8 6 7
194 . 0

74 . 4
89 . 8
40 . 8

205 . 0
296  !

CURRENT POSMON
M L L E

Cash ASSMS
Other
Cur rent  Assets
ADCIS Payola
o x  D u e
Other
Current Limb.
Fx.  Chg.  Cav.

Past
5 Vu.e.0°-

0 . s ' .

1.0 ,s
4.0° '

Est 'd '00- '02
no '06-'Ill

. 15 / 6
t o /
s  oo
1 . 0 6
4 . 0 9

P as t
10 VB.

4.0 /»
2 . 0%
5.5°/
1 .0%
4 . 0%

ANNUAL RATES
d dungs (per sh)
R avs nues
"C ash F low "
Earnings
D ividends
B ook Value

C l l -
undar

QUARTERLY REVENUES (S mill.)
Mar.31 Jun.30 Sep.30 Dec.31

F u l l
Year

2000
2001
2002
2003
2004

198.2

236.4

1B2.2

195.0

cos

61.2
78.4
78.7
c a n
a2.0

185.6

211.3

278.6
206.5

2:10

86.1

118.2
101.9

117.5

120

532.1
650 a
641.4
s a o
s a o

c a l -
ondar

EARNINGS PER SHARE A
M ar . 31  J un . 30  Sep . 30  D ec . 31

F ul l
Year

anno

2001

2002
:ala

2004

.74

.94

.69

.07

.17

a.1a
.11

.15

. 82

. 82

1.20

.99
1.32

1.01

1.18

d.22
6.22
d.26
d. 30
n o

1.79

1.88

1.62

L70

1.85

Cll-
endlr

GUIRTEHLY ulv\uEm>s PAID a I

M l r . 3 1  J u n . 3 0  Se p . 3 0  D e c . 3 1
F ul l
Year

1999

2060

2w1
zoner

2003

.31

.31

.315

.315

.305

.31

.31

.315

.315

.305

.31

.31

.315

.315

.305

.31

.31

.315

.315

1.23

1.24
1.25

1.26

.- 5 . 0 .  i  a n
~11l 7915

4 4 . 3 . 3 a l 1 0 I
m e 7 1 4 1 7 4 4 1

NMF

118%

2.5/u

74%

3.1%

79%

3.5%

57%

1_g/

79%

20%
I n

2.5%

m

4.5%
s a x

a w to Cam sq
All Div'ds IQ mea mf

I
I
!

r igt t ts on Northwest Pipeline sys. to bang gas ro market.  Owns local
underground storage. Gas revs:  tesldenf l a comm'l.  ea A: ind. .  9 /  .
t r a n s p o r t  a n d  o t h e r .  a v .  E mp l o ys  L 2 6 0 .  H a s  1 0 . 3 5 9  c a m.
shrhldrs.  Insiders own afoul 1 /  or com. Chrmn: R.G. Reiten.  CEO:
M. S.  Ouaw i.  l r t o :  OR .  Addi . :  220 N . W.  2nd Ave. .  P or t land.  OR
97209. Tel. :  503-228-4211. Internet nwnat ura loom.

BUSINESS;  Nor thwest  Natural  Gas Co.  (doing business as hw
Natural) distr ibutes natural gas at retail to 90 communit ies. 540.931
customers.  tn Oregon (96 A at  revs.)  and in southwest Washington
state.  Principal clues sewed Port land and Eugene. OR. Vancouver.
WA. Service area populat ion: 2.4 Mill.  (77% an OR). Company buys
gas supply t im Canadian and U.S.  producers:  has t ranspor tat ion

h i k e .  N e w  t a r i f f s  s h o u l d  g r a d u a l l y  r a i s e
u t i l i t y  b i l l i n g s  b y  8 %  i n t o  e a r l y  2 0 0 4 .
T h o u g h  N W N ' s  a l l o w e d  r e t u r n  o n  c o m m o n
e q u i t y  i s  r e d u c e d  t o  1 0 . 2 0 %  f r o m  1 0 . 2 5 %
p r e v i o u s l y ,  t h e  l o w e r e d  b e n c h m a r k  i s
b a s e d  o n  t o d a y ' s  l a r g e r  s h a r e h o l d e r  a c -
c o u n t .  I t  s h o u l d  b e  a t t a i n a b l e  w i t h  t h e  a s -
s i s t  o f  s t a t e - o r d e r e d  c o s t ~ s a v i n g  i n c e n t i v e s
a n d  a s  l o n g  a s  m a n a g e m e n t  i s  a b l e  t o  m i n -
i m i z e  b o r r o w i n g  c o s t s .  ( T h e  s t a t e  w i l l  l i k e -
l y  r e s e t  t h e  a l l o w a b l e  r e t u r n  t o  c o v e r  a
s t e e p  r i s e  i n  i n t e r e s t  r a t e s ,  t h o u g h  w i t h
t h e  u s u a l  r e g u l a t o r y  l a g . )  i m p o r t a n t l y ,
N W N  i s  n o w  p e r m i t t e d  w e a t h e r  n o r m a l i -
z a t i o n  r a t e  a d j u s t m e n t s  t o  m a k e  c a s h  f l o w
m o r e  p r e d i c t a b l e  f o r  p l a n n i n g  c a p i t a l
s p e n d i n g  a n d  t h e  a s s o c i a t e d  f i n a n c i n g .  A s
i t  s t a n d s  n o w ,  N W N  w i l l  b e  p e r m i t t e d  t o
r e c o v e r  a d d e d  p l a n t  i n v e s t m e n t s - i n c l u d -
i n g  e x p a n d e d  s t o r a g e  f a c i l i t i e s  a n d  e x -
t e n d e d  d i s t r i b u t i o n  l i n e s  -  w h e n  t h e
p r o j e c t s  a r e  c o m p l e t e d .  I n  a l l ,  t h o u g h
N W N  i s n ' t  a  p e r f o r m a n c e  s t o c k ,  t h e  u t i l i t y
a n d  i t s  u n r e g u l a t e d  a c t i v i t i e s  s h o u l d  p r o -
v i d e  e n o u g h  e a m i n g r o w e r  t o  s u p p o r t  t h e
s l o w - g r o w i n g  d i v i d e r  _  w h i c h  c o m p e n s a t e s
f o r  N W N ' s  s u b a v e r a g e  g a s - s t o c k  y i e l d .
G e r a l d H o l t z m a n S e p t e m b e r 1 9 ,  2 0 0 3

N o r t h w e s t  N a t u r a l  i s  h a n d l i n g  i t s e l f
w e l l  i n  a  l o c a l  e n e r g y  m a r k e t  t h a t ' s
e x p a n d i n g  m o r e  s l o w l y  t h e s e  d a y s .
T h i s  g a s  d i s t r i b u t o r  s t i l l  b r i n g s  i n  n e w
c u s t o m e r s  f a s t e r  t h a n  t h e  i n d u s t r y  a v e r -
a g e .  B u t  t h e  c u r r e n t  g r o w t h  p a c e  o f  3 . 0 %-
3 . 5 ' 7 r  a  y e a r  i s  f a r  b e l o w  t h e  5 . 5 %- 6 . 0 % a n -
n u a l  r a t e  o f  n e w  g a s - l i n e  c o n n e c t i o n s  b e -
f o r e  2 0 0 1 .  T h e  P a c i f i c  N o r t h w e s t  s e r v i c e
a r e a ,  w h i c h  h a s  b e c o m e  m u c h  m o r e  e c o -
n o m i c a l l y  d i v e r s e  s i n c e  1 9 9 0 ,  h a s  f a l l e n  o n
h a r d e r  t i m e s  i n  r e c e n t  y e a r s  a s  m a n u f a c -
t u r i n g  h a s  b e e n  e m e r g i n g  s l o w l y  f r o m
r e c e s s i o n a r y  d e p t h s .  A s  a  r e s u l t ,  t h e  u t i l i -
t y  i s  s h o w i n g  a  f a i r  d e g r e e  o f  e a r n i n g s
d r a g . M a n a g e m e n t h a s b e e n t a k i n g
d e f e n s i v e  a c t i o n s  t o  h e a d  o i l '  a n y  s e r i o u s
e a r n i n g s  u p s e t  b y  h o l d i n g  t h e  l i n e  o n  o p e r -
a t i n g  e x p e n s e s  a n d  o b t a i n i n g  t h e  l o w e s t
i n t e r e s t  r a t e s  a v a i l a b l e  t o  N W N  o n
r e f i n a n c i n g s  a n d  o n  e x p a n d e d  b o r r o w i n g s .
N W N  h a s  a l s o  p e r s u a d e d  r e g u l a t o r s  t o
r e w s e  i t s  r a t e  s t r u c t u r e  t o  a l l o w  i t  t o  c o m -
p e n s a t e  f o r  s o m e  o f  t h e  e a r n i n g s  s h o r t f a l l .
T h e  e f f o r t s  t o  d a t e  a r e  p r o t e c t i n g  t h e  d i v i -
d e n d  a n d  s h o u l d  s o o n  r e t u r n  t h e  p a y o u t
r a t i o  t o  a  m o r e  c o m f o r t a b l e  l e v e l .
O r e g o n  h a s  o r d e r e d  a  f o r m a l  r a t e
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(C) Includes intangibles. At 12/31/02: $5.49/sh
(D) \n millions. adjusted for stock split.mud-May. mid-August and mid-November. In

Company's F inancial St rength
Stock's Pr ice Stabil i t y
Pr ice Growth Persistence
Earnings P redlc iabl l l t y

I

(A) Diluted earnings per share. Excludes non- (B) Dlvldends historically paid in midFebruary,
recurring gain: '87. $0.27. '98. s0.152 '00, .
$0.11. Next earnings report due early Novem- '99, extra div'd of $0.005/sh. paid Dec. 15.
Ber. I Div'd relrrvestment plan available.
6 2808. Value Line Publishing. inc. All rights reserved. Factual material is obtaIned from souses bellevee to be reliable and is prcvlded mum warranties al any kind
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3 .0 4

1 . 6 6

1 .4 1

3 . 9 2

239 |
1 .5 8  |

34.29 I 36.42 | 35.63
3.75 I 3.74
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1.50 I 1.65
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33.691 31.541 36.091 36.70 I
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3 4 . 2 9
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3 6 .3 4
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2 .81

1 .8 7

3 2 2 8
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4 .7 4

2 . 3 9
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4 0 . 1 6

5 . 5 8
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5 1 7 0 1 5 0 . 3 0

5 5 0 l 6 . 0 0

2 . 9 0 1 2 . 5 5

2 . 1 2 1 2 . 1 6

Re v e n u e s  p e r  s h  A

"Cash  F low '  pe r  sh

Ea mi n g s  p e r  s h  a

Div 'ds  Dec l 'd  per s h  c

s a s s

7 . 5 0

3 . 7 0

2 . 2 4
2 . 8 3

1 4 .2 7

2.661 4.151 3.15
150gl 16201. 16.61

3 . 1 0

1 6 .9 5

3.40
17.72 |

1771 2.501 2.75
1B.02 I m a s ; 18.38

2 .45

1 9 .4 9

2 .55

2 0 . 4 a

4 .05

2 1 . 0 3

6.45 | 7.02
2 1 . 6 6  I 2 2 . 0 2

7 5 2

2 2 . 7 6

5 . 6 6

2 2 .7 4

5.85 Icap'l Spending per sh5.05 1 ,
2 3 .5 5  I 2 5 .5 5  I Bo o k  Va lu e  p e r  s h o

7 . 8 0

3 2 . 5 0
3 2 . 5 1 32 ,57  I 3 2 . 6 2  i 3 2 . 7 0 3 2 . 7 6 3 4 .7 7 1 3 4 .8 8  I 3 4 . 8 7  I 3 4 . 9 1 M96 3 5 . 0 7 3 5 . 2 6 3 5 . 4 9  I a s . a 0 a 5 . 4 0 3 5 . 4 6 3 6 . 7 5 3 5 . 0 0 Common She Outsrg s | 32.00
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1 3 .0
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7 . 9  I

. 6 0  I

8 . 4 %  I

112
.83

7.t%

1 1 .8

. 7 5

7.0%

1 5 .0  | 1 a . 3  I 1 4 .7

.all .571 .98
5.6% 1 6.3% 1 6.9%

13.1 1

.79 1
6.5% 1

1 0 .7

.67

5.7%

1 2 . 7

.73

5 .2 %

1 6 .2

.84

5.2%

1 5 .5

. 8 8

5 .3 %

1 2 .1

. 7 9

6 .1 %

1 2 .3

e a

5.2%

1 3 .3

.71

5.5%

Bold lag urn an
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1 3 . 0

. 8 5

4.7~y

Av g  An n ' l  P IE  Ra t i o

Re l a t i v e  PIE Ra t i o

Av g  An n ' l  D Iv 'd  Y i e l d

CAPITAL STRUCTURE as ot 6/30/03

Total Debt $896.3 mill. Due in S Yrs $510.0 mm.

LT Debt $744.3 mm. LT Interest s57.0 mm.
(Total interest coverage: 4.7x)

Pension Assets-9/02 S544.9 mm.
Oblig. S515.a mill.

Pfd Stock None

Common Stock 36.666025 she.
(outstanding at 7/31/031
MARKET CAP; s1.s billion (Mid Cap)

2 0 0 2 5 / 3 0 / 0 32 0 m

34.0
357.9
391.9

70.4
471 .9
542.3

77.1
662.5
739.6

CURRENT POSITION
(SMILL)

Cash Assets
Other
Current Assets

213.9
377.9
178.0
769.8
259

296. t
152.0
237. 1
685.2
395 I/

296.1
607.5
149.6

1053.2
331 o

Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

Est'd '00..02
to '06-'08

P a s t
10 Yrs.

Past
5 Yrs.

8.0 /
4 5 v
3.0 /
2.0
3.0 /

5.5/'
5.0/
4.o/
1.5/
6.5!

ANNUAL RATES
of change (per sh)
Revenues
"Cash Flow ,
Eamlngs
Dividends
Book Value

4.0 /
4.5 /
35 °
2.0%
3.0°/

FYI§C8 l  I QUARTERLY REVENUES (S mi l l . )  A
A a r

E n d s ' D e c . 3 1 M a r . 3 1 J u n . 3 0 S e p . 3 0

F u l l
F i s c a l
Ye a r

2000
2001

2002
2003

2004

4 1 1 . 7

7 1 7 . 0

3 7 7 . 5

5 4 9 . 1
4 5 0

261 .2
3 1 8 . 5
3 4 7 . 1

3 9 8 . 1

3 8 5

5 2 5 . 5

1 0 7 3 . 8

5 2 2 . 8

9 0 3 . 8
6 9 0

2 1 9 . 1
1 6 0 . 9

2 3 5 . 1
2 6 9 . 0

2 3 5

1 4 1 7 . 5

2 2 7 0 . 2
1 4 8 2 . 5

2 1 2 0

1 7 6 0

FyISCBI 4 EARNINGS PER SHARE A B
Egg; 1 De¢.31 Mar.31 Jun.30 Sep.30

F u l l
F i s c a l
Ve a r

2000

2001

2002
2003

2004

1 . 5 2
1 . 7 6

1  5 5
1  7 7

1 . 6 0

d . 0 5

.0 4

. 0 5

. 0 4

. 0 5

. 8 3

1 .03

. 8 7
. 8 7

. 9 0

. 3 1

. 3 3

, 3 3
. 2 2

. 3 0

2 , 7 1
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Buslness~ Peoples Energy Corporation distributes natural gas via
its utility subsidiaries. Peoples Ga Light s. Coke Co. (approx.
850.000 customers at 9/30/02) and North Shore Gas Co. (150,000).
in Chicago and nonheastem Illinois. Fiscal 2002 volume: 225 bill.
cu. ft.: residential, 50° , commercial, 8°/¢: industrial, 2%: transport.
40%. Main supplier is Natural Gas Pipeline Co. of America. Pur-

chaed gas costs and revenue taxes accounted for 54°/ of gas rev~
r u e s  i n  f i s c a l  ' 0 2 ,  2 0 0 2  d e p r e c i a t i o n  r a t e :  3 . S% .  Es t ' d  p l a n !  a g e :

1 0  y e a r s .  H a s  2 . 1 2 3  e m p l o y e e s .  2 5 . 0 4 0  s h a r e h o l d e r s .  D i r e c t o r s

o w n  1 %  o f  c o m m o n  ( 1 / 0 3  P r o x y ) .  C h a i r m a n  a n d  C E O :  T h o m a s  M .

Pa t r i c k .  i n c . :  I l l i n o i s .  Ad d r e s s :  1 3 0  Ea s t  H a n d o l p h  D r i v e .  C h i c a g o ,
l L  6 0 6 0 1 .  T e l e p h o n e :  3 1 2 . 2 4 0 - 4 0 0 0 .  In t e r n e t :  w w w . p e c o r p . c o m.

P e o p l e s  E n e r g ' y ' s  f i s c a l - t h i r d  q u a r t e r
2 0 0 3  ( e n d e d  J u n e  3 0 t h ) e a r n i n gs  c a m e
i n  a  b i t  l o w e r  t h a n  e x p e c t e d .  T h e  c o m -
pany 's  gas  dis t r ibut ion bus iness  benef i ted
f rom  wea t he r  t ha t  was  9 . 6%  c o l de r  t han
normal , bu t overal l operat ing income
s hrank  near l y  25%  f rom las t  y ear ' s  c om-
parab le  per iod.  Th is  was  pr imar i l y  due to
a $5 mi l l ion inc rease to boos t  the reserve
f o r  unc o l l ec t i b l e  ac c oun t s ,  g i v en  h i ghe r
n a t u r a l  ga s  c o s t s  a n d  c o l d e r  w e a t h e r .
Other  det r iments  to the segment 's  resul t s
i nc luded l ower  margin  owing t o  c us t omer
conservat ion,  reduced pension credi ts ,  and
higher  non- labor  operat ing cos ts .  Despi te
these chal lenges ,  management  mainta ins
that  f i scal  2003 share earn ings  wi l l  f a l l  i n
the $2.85-$2.95 range.  At  this  juncture,  we
are leav ing our es t imate of '  $2.90 a share
unchanged.
D i v e r s i f i e d  e n e r gy  b u s i n e s s e s ,  f o r  t h e
m o s t  p a r t ,  a r e  d o i n g w e l l .  I n  t h e  P o w e r
Generat ion segment ,  equi ty  inves tment  in-
come f rom the jo in t l y  operated Southeas t
Ch i c ago E nergy  P ro jec t  i nc reas ed n i c e l y
over  las t  year .  Resul t s  f or  t he Mids t ream
S erv i c es  group ,  on  t he  o t he r  hand ,  were
s l ight ly  in the red,  due to lower wholesale

market ing resul ts .
P e o p l e s '  O i l  a n d  G a s  d i v i s i o n ,  i n  p a r -
t i c u l a r ,  i s  s u p p o r t i n g  e a r n i n gs  d u r i n g
t h e  s e a s o n a l l y  w e a k  p e r i o d s .  H i g h e r
commodi ty  pr ices ,  coupled wi th increased
gas  produc t ion volumes ,  led the segment
to more than double i t s  operat ing income
i n  t he  t h i r d  qua r t e r .  I ndeed ,  p roduc t i on
gr o w t h  ( 5 0 %  a n d  3 0 %  f o r  ga s  a n d  o i l ,
respect ively) s temmed f rom the company's
ongoing dri l l ing ef forts ,  as wel l  as f rom the
ac qu i s i t i on  o f  f i v e  p roper t i es  f rom  M ag-
n u m  H u n t e r  a n d  a d d i t i o n a l  i n t e r e s t s  i n
t he  Corpus  Chr i s t i  Wes t  F i e l d .  Ov er  t he
f i rs t  n ine months  of  f i scal  2003,  th is  seg-
ment  ac c ount ed f o r  rough ly  12%  of  t o t a l
opera t i ng i nc ome,  as  c ompared t o  8%  in
2002. We estimate that product ion
volumes wi l l  inc rease 10%  in f iscal  2004,
based on recent momentum.
I n c o m e - o r i e n t e d  i n v e s t o r s  m a y  f i n d
P G L  a t t r a c t i v e  f o r  i t s  h e a l t h y  d i v i -
dend y ie ld .  Too,  Peoples '  f i nanc ia l  pos i -
t i on  i s  i m p rov i ng,  as  t o t a l  deb t - t o - t o t a l
c a p i t a l  f e l l  3 %  a t  t h e  e n d  o f  J u n e .  T h e
stock's high Safety rank (1) also makes it  a
good choice for conservative accounts.
Edward P lank September 19, 2003
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( A )  F i s c a l  y e a r  e r r s  S a m .  3 0 t h .
( B)  Ba s i c  e a mt n g s  p e r  s n a r e .  Exc l u d e s  a c < : t ' g
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e 2003. Value Line PubIIsn»r=_ g _ *  In c .  A l l  r i g h ts  r e s e r v e d .  F a c tu a r  r e a r e r r a s  i s  o c r a r a e o  ~ ; -
THE P' .8LiS-1==Fl tS NOT Fc*tONSIBLE FOR ANY ERRORS CO O".*!ISStON8 "°9":: \  ""s Dunlrcanon is s lnct ly for subs:nbers own noncommercral.  mtemat use No pan
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s o u r c e s  b e h a v e d  r o  b e  r e e l a b l e  a n d  m s  p m v u d e d  wi th o u t  w i f t a n l l e s  o f  a n y  k i n d .
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9%|: :  P iedmont  Natural Gas Company is pr imar i ly a regu-
lated natural gas dist r ibutor .  sew ing over  740.000 customers in
North Carolina. South Carolina. and Tennessee. 2002 revenue mix:
resident ial (30"/  ) ,  commercial (22V).  industr ial (451 t .  other (3 /v).
Pr incipal suppliers:  Transco and Tennessee P ipeline.  Gas costs:
53.3° /  of  revenues.  '02 depreciat ion rate:  3,3 '  Est imated plant

age: 8.7 years. Non-regulated operations: sale of gas powered

heating equipment: natural gas brokering: propane sales. Has

about 1.715 employees. 18.665 shareholders al record. CEO 8
President: Thomas E, Skains. Incorporated: North Carolina. Ad-

dress: 1915 Rexford Road, P.O. Box 33068 Charlotte. NC 28238.

Telephone; 704-364~3120. Intemel: www.piedmontno.com.

~lednmont  Nat ura l  gas post ed  a  larger
s h a r e  l o s s  i n  t h e  J u l y  q u a r t e r  t h a n  w e
a n t i c i p a t e d .  T h e  u t i l i t y ' s  b o t t o m - l i n e  r e -
sudts  fel l  $0.10 a share below our  es t imate.
T h e  n e w  m e t h o d  o f  r e v e n u e  r e c o g n i t i o n
P i e d m o n t  i m p l e m e n t e d  e a r l i e r  t h i s  y e a r
s l a s h e d  e a r n i n g s  b y  $ 0 . 1 3  a  s h a r e  i n  t h e
s e a s o n a l l y  w e a k  q u a r t e r .  E x c l u d i n g  t h i s
f a c t o r ,  o p e r a t i n g  r e s u l t s  w o u l d  h a v e  i m -
proved about  40%  over  l as t  year ,  thanks  to
r a t e  i n c r e a s e s  i n  t h e Caro l i nas a n d
s t r o n g e r  e a r n i n g s  a t  S o u t h S t a r  E n e r g y ,
the  c om pany ' s  un r egu l a ted  gas  m ar k e t i ng
venture i n  Georgia.
T h e  p u r c h a s e  o f  N o r t h  C a r o l i n a  N a t u -
r a l  G a s  ( N C N G )  s h o u l d  c l o s e  d u r i n g
t h e  c u r r e n t  q u a r t e r .  P i e d m o n t  r e c e i v e d
r egu l a t o r y  app r ov a l  f o r  t he  pu r c has e  du r
i n  t he  t h i r d  qua r t e r .  T he  $425  m i l l i on  ac -
q u i s i t i o n  w i l l  b e  f i n a n c e d  w i t h  $ 2 5 0  m i l -
l i on  i n  l ong - t e r m  deb t  and  $200  m i l l i on  i n
e q u i t y .  T h e  d e a l  w i l l  a d d  a b o u t  1 7 6 . 0 0 0
res i dent i a l ,  com m erc i a l  and i ndus t r i a l  nat -
u r a l gas customers i n eas tern and
s o u t h e r n  N o r t h  C a r o l i n a .  A s s u m i n g  t h e
d e a l  g o e s  t h r o u g h ,  t h e  t r a n s a c t i o n  w i l l
d i l u t e  f i s c a l  2 0 0 3  l e n d s  O c t o b e r  3 1 s t )
share~eamings  by  $0.05 to $0.07.  Manage-

m en t  w i l l  upda te  i t s  p r o f i t  ou t l ook  f o r  f i s -
c a l  2004  on  i t s  f ou r th - quar te r  c on fe r enc e
cal l  i n November ,  subsequent  to the acqui -
s i t i on ' s  c lose.  Two rate rel i ef  cases ,  which
ar e  ex pec ted to  be  i n  p l ac e by  Nov em ber ,
a r e  p r e s e n t l y  u n d e r  w a y ,  a s  w e l l - o n e  i n
N o r t h  C a r o l i n a ,  t h e  o t h e r  i n  T e n n e s s e e
- and  s hou l d  buoy  p r o f i t s  i n  2004 .
I n  a l l ,  P i e d m o n t ' s  l o n g - t e r m  o u t l o o k  i s
f a v o r a b l e .  W h i l e  w e  h a v e  l o w e r e d  o u r
p r o f i t  t a r g e t  b y  $ 0 . 1 0  a  s h a r e  f o r  f i s c a l
2003 ,  t h i s  i s  m a i n l y  t o  r e f l ec t  t he  c om pa-
ny ' s  th i rd-quar ter  resul ts  and the earn i ngs
d i l u t i on  as s oc i a ted  w i th  t he  NCNG  ac qu i -
s i t i on .  P r Y ' s  annua l  c us tom er  gr owth  r a te
s hou l d  app r ox i m a t e  3 . 5%  t h i s  y ea r ,  l es s
than h i s to r i c a l  nor m s ,  bu t  h i gher  than  the
i n d u s t r y  a v e r a g e .  L o n g  t e r m ,  w e  b e l i e v e
the  c om pany  i s  pos i t i on i ng  i t s e l f  we l l  f o r
s t rong earn i ngs  growth.
T h i s  i s s u e  i s  a p p r o p r i a t e  f o r  e o n s e r -
v a t i v e  a e e o u n t s .  P i e d m o n t ' s  d i v i d e n d
y ie l d remains  an at t rac t i on,  and we expec t
s t e a d y  i n c r e a s e s  i n  p a y m e n t s  g o i n g  f o r -
war d .  Fur ther m or e ,  r i s k  s hou l d  be  he l d  to
a m i n i m um ,  cons i der i ng the s tock ' s  above
average Safety  grade.
E dw ar d  P l ank September 19, 2003

F |r 4:3
I Ends

OUMTERLY REVENUES (S mill.) A

Jan.31 Apr.80 Jul.31 0ct.31

Full
Fiscal
Year

| 2000

I 2001
I 2002

| 2003
i 2004

147.6

110.5

121.5
133.6

140

28a.0
408.0

293.9
407.8

385

131.2

121.8
127.9
140,1

150

268.6
467.6

288,7
493.5

365

B30.4

1107.9

832.0
1175

1040
1 FiS¢8l

Year
| Ends

EARNINGS PER SHARE A B F

Jhn.31 Apr.30 JUL31 0CL31

Full
Fiscal
Year

; 2000
2001

i  2 0 0 2
2003

i 2004

d.25
d,40
d.36
d 1 3
d.25

1.18
1.23

1.27

.93
1.25

1.40

1.56

1.26
1.74

1.55

d.32

d.37
d.27

d.29

d.25

2.01

2.02
1 89

2.15

2.30

i C;l.
ienar

QUARTERLY DIVIDENDS PAID CI
M ar . 31  J un . 30  $ep . 30  D ec . 81

Full
Year

! 1999

2000

2001
I 2002

! 200a

345

.365

.385

.40

.345
.365

.385

.40
,415

.345

.365

.385

.40

.415

.325

, ms

.365

.40

.415

1.36

1.44
1.52

1.60

(C) Dividends huslorically paid mid-January.
Aprll. July. October.
I  Div'd reinvest .  plan available:  5% discount
(0) Incl, miefd chugs. At 10/31/02: S3.8 mill.,

Company's Financial Strength
Stock's Price Stability
Price Growth Persistence
Earnings Predictability

110/sh.
(E) In millions all.  for stock spin.
(F) Ours. may not add xo total due to change in
shares outstanding

B++
100
65
as

E x h i b i t  T Z - 3
Page 14 of  16

DIV'D

YLD 4 . 2 %  " a h ' & E  4 7 0
2 6 4  i
1 8 8  !

23.4
1a.0 !

24.9 :
18.3 I

25. 8
20. 5

36.4
22. 0

36.1
27. 9

36. 6
2 8 6

39. 4  i 38 . 0  i
23 . 7  | 29.2 |

38.0 I
27 . 3  i

41 .5
33. 2

I
I
I 9-4*. * I

r i I t i I

I

I

so
50

10

30
2 5

'20

15

10
I |
3 ,
I z i

| 7.5

I

lnl.ll.llllllmlnlllnullllllllllllllllllllllllh
2002 !2003

11yr
'

5 y|

% TOT. RETURN 8/03
THIS

srocx
12.4
60.0
53.9

VL An rm.
INDEX

30.9
15.9
77.9 E

I
I

I

I
2001 2002 4/30/03I CURRENT POSITION

(SMILL)
C ash Asse t s
O t he r
Cur rent  Asset s
Acr :1s Payable
D eb t  D ue
Ot her
Cur rent  Limb
F ix.  Chg.  Cov.

5 6
159]
175.3

41 .1
34.0
741

149.2

307%

13.1
162. 7
175. 8

51,1
93. 5
80. 5

20s. 1
2 9 0 %

69. 8
189. 2
259. 0

78. 8
47 . 0
84. 3

210. 1
2 5 8 % I

I ANNUAL RATES
| of cnangelpersh)

Revenues
| "Cash Flow"

Eamings
1Drwdends
1 Book Value

past
10 Yrs.

Psst
5 Yrs.

I
I
I

5.0%
5.5%
5.5%
5.5%
6.0%

5. 0%
4 5 %
3. 5%
6. 0%
5. 5%

Est'd '00-'02
lo '06-'08

5. 0%
6.5%
7.5%
4. 0%
5. 5%

I
I
I

»-e(A) Fiscal year ends October 31st
(B) Dolmen earnings. Exe\. exlraordinary item:
00, 16c. Excl. nonrecuMng charge: '97, ac
Next egg. report due mid November,

e zoos. Value Line p»=m3.
THE PUBLISHER IS NOT HE PONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publrcanon ms slnctly tor subscr»Ners Own non~commerclaL
d n wav be vwnaueea. uesoki. sea or transmuted In any Dnnled elecuunnc or other form. or used for generally or marketing any pnmeu av electrunuc publlcauon service or product

Inc. NI dams uesarven raclual marena is ob!amed from sources behevea \o be :enable and is owvsded without warranlles m any km

lruemal use No DaN To subscribe call 1-800-833~0046.



WGL HOLDINGS NYSE-WGL 27.60RECENT
PRICE

PlE
RAT10 13.9(83£§3§§§Z3l $482450.79

1
TIMELINESS 3 Hm¢an 1s~c)2

SAFETY Raissw2/93

TECHNICAL 3 10WBred718!03
BETA .as l1.0\)=MI¢\KB!)

2g g £. 08p R _I E  T I O N S
Arln'l Total

Rel um
1 0 %

6 ° .

pr ice Glen
H a s 2 5 %a* so fI1°°4l
I n s i d e r  D e c i s i o n s

ONDJFMAMJ
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0
0 0 0 0 0 0 0 0 0

tally
umm
ws¢n
Institutional Decisions

m m uuznnu Amos
o w as 74 pa
wow 43 49 64
nwqooo) 21535 21895 23185

H igh:
Low :

19 , 6
15 , 6

2 5 0 1 31 . 4
19. 1  i 20 . 9

I

30 . 8
23.1

29.4
21 .0

81.5, 80.5
21.89 25.3

L EGENDS
1.20 x Davldsnds p sh
dsvvded Hg Interest Rate

. . Relative nee Strength
2-for-1 sum 5/95
Ogncns: No

haded areas mdrcare recession

I
I

i
I

3

I I4 i
|

I 1'1l.[q . I
1

nu' I"
1 . l l "

1ULTTIT
I I1

II188 I | II I

Emy
I

I
I

|
il 4 11 I

1
4. 5

a
1.5

Percent
shares
traded

1 .I
i
I

r
. . A\I

Q

.1 . 11 l;~~.1lf\;1
|
| I

I I |

I 'll 111 ll lIIIIIII no I ! I

I
I

| I

I I

Il l ll
I  I II 1

N 4I l u
1987 1988 19B9 1990 1991 | 1992 1993 1994 199s 1996 1997 | 1998 1999 2000 2001 2002 12003  .  2004 VALUE LINE PUB,.INC. I 06-08

29.17

2.03

1.14

.90

18,17

1.90

1.26

_go

19.52

2.03

1.22

.97

1&75

2.17

1.26

1.01

17.50' 18.371 21.55
2.04 2.17) 2.25
1.14 1.27 1.31
1.05 1.07) 1.09

21,69

2.43

142

111

19.30

2.51

1.45

1.12

22.19

2.93

1.85

1.14

24.15 1 23.74
3.021 2.79
1.85 1.54
117 1.20

20.92

2.74

1.47

1.22

32.63

2.62

1.14

1.27

22.19 i 29.80
320 i 324
L791 1.88
1.24 i 1.28

40.70

4.45

2.40

1.33

l
I|
|

3165 Revenues perch A
3.70 "Cash F low" per sh
1. 95 l& rn ings perch a
1.29 :D ivld$ Decfd ~rsh 01

aalto ;
3.85 »
2.20 g
128 i

2.32

9.40

2.79

9.96

a.oo

9.85

2.38

10.17

2.05

9.63

2.84

11.s1

2.17 1
10.66

2.43

11.04

2.83

11,95

2.85

12.79

3.20

13.48

3.62

13.86

3.42

14.72

2.671 2.68
15.31 1 16.24

3.34

15.78

3.80 ICapll Spending per sh 1 4.10

21.10

3.60 ,

16.95 1 17.50 !Book Value perch D

33.91 38.42 aavo 3928 39.89 40.62 41.50 42,19 42.93 43.70 4a.7o f 49.84 45.47 46.47 48.54 48.56 48.50 i 48.50 *Common Shls0utsi'g E 48.50

11.0

.74

72%

9.6

.to

7.8%

10.6

.80

7.5%

11.7

87

6.9%

18.6
. e t

6.2°.

12.8

.82

7.2%

CAPITAL STRUCTURE as Ol 6/30/03
Yotal Det t l689.9 mm. Due in 5 Yrs 868.9 mill.
LT Deb! $623.3 mill. LT Interest $45.0 mill.
(Total interest coverage: 2.Bx)

Pension Asaets-9lll2 $611.2 mill.  Oblig.  $567.1
mill.
Preferred Stock $282 mill.  Pfd Dlv'd SI  .3 mill.

Common Stock48,600,8B1 she.
as gr 7/31/03
MARKET CAP: $1.3 billion (Mid Cap)

894.3

55.1

914.9

60.5

828.7

62.9

969.e{1055.8
81.61 82.0

1040.6

6a.s

9721

68.8

1446.5

89.9

1031.1

84.6

1584.8

55.7

1900 . 1825 iRevenues(Smill) A

105 2 95.0 ONe! Profit (sum) I
1975

115

3B.6%

6.2%

38.1 v.

6.6% 8.4%

314% I 37.7%

7.6% i

36.9%

7.8%

35.6%

1 6.6%

36.0%

7.1%

36.1%

B293

as.e°f

6.24,

34.0%

3.5%

310% I 310% income Tax Rate

5.6% . 5.2% \Net Pro1it Margin

37,0%

5.9%
l
1

41.7%

54.9%

40.0%

56.7%

37.8%

58.9%

37.8%

59.4%

41.1% I 40.3%

56.2% I 57.1%

41.5%

56.1% i
43.1%

54.8%

41.7°'

58.3%

45.7%

52.4%

42.0%

56.0%

42.0% . 43.0% ILong.Term DehtRatia

5Z0% ! 56.0% ¢Common Equity Ratio

834.3

921.1

856.3

995.0

87066

1056.1

941.1 I 1049.0 I 106488

1130.6 I 1217.1 I 1319.5

1218.5

1402.7

1299.2 E 1400.8

1460.3 I 1519]

1462.5

\608.8
I1505 I

1700

1555 Total Capital (Still)

1750 \Ne! Plant (Small)

1785

1950

8.1%

11.3%

11.7%

8.7%

11.B%

122%

8.7% I 10.1%
11,6°a I 13.9%
120% l 14.4%

9.8% 4 8.0%
13.3% ) 10.8%
13.7% \ 11.1%

7.1%

9.7%

9.9%

7.9%
i

8
11 .4°¢

11.7%

7.9%

11.0%

112%

5.3%

7.0%

72%

10.5% Return on Shr. Equity

I
|
I

20% i 6.5% IHetum on Total Cap'l

12.0% ;

12.0% 1 10.5% iRe!um on Com Equity

10%

11.5%

11.5%

2.2%

BW i 2.8%/

I

2.6%

79% 77% • I

5.1%

63%

2.5%

78%

I n
I
g

1.8%

82%

3.B°°4 NMF
67%l 112%

3.7%

69%

5.0% 3 3.5% (Retained to Com Eq

60% so 'AIIDiv'dst0 Net Prof

5.0%

56%I2002 6/30/032001

6 . 6
405 . 5
412. 1
1 6 0 . 0

8 6 . 6
12B .1
3 6 2 . 7
3259/

12.1
380. 4
392. 5
116. 8
182. 2

61  g
360. 9
a 8 1 ° .

2 . 5
338 . 3
340 . 8
138 . 5
133 . 3

6 5 ]
837. 5
3 3 7

CURRENT PO$\TlON
( WI LL)

C ash Asset s
O t her
Cur rent  Asset s
AOC1S Payable
D eb t  D ue
Ot her
Current  Limb.
F ix.  Chg.  Cov.

vides energy related products in the D.C. metro area: Wash. Gas

Energy Sys. designs installs commI heating. venhtating. and air
cord. systems Has 2.205 employees. Off./dir. own less than t Fe of

the common stock (1/03 proxy. Chairman 8. CEO: J.H. DeGraften~
reid. inc.: D.C. and VA. Address; 1100 H St.. N.W.. Washington,

D.C. 20080. TeL: 202-624.6410. Internet; www.wglholdings.com.

BUSINESS:  WGL Holdings,  inc.  ts the parent  of  Washington Gas
Light ,  a natural gas dist r ibutor  in Washington,  D.C.  and adjacent
ar eas  o f  VA.  and mo.  t o  r es ident s  and comm' l  user s  ( 939291
meters) .  Hampshire Ga,  a federally regulated sub. ,  operates an
under gr ound gas- s t or age f ac i l i t y in  WV.  N on- r egulat ed subs. :
Wash.  Gas Energy Svcs.  sel ls  and del ivers natural go and pro-

F i s c a l  2 0 0 3  ( e n d s  S e p t e m b e r  3 0 ,  2 0 0 3 )
i s  t u r n i n g  i n t o  a  s t e l l a r  e a r n i n g s  y e a r
f o r  W G L  H o l d i n g s .  W e  a r e  r a i s i n g  o u r
f u l l - y e a r  s h a r e - n e t  e s t i m a t e  b y  $ 0 . 1 5  f r o m
o u r  l a s t  r e p o r t  i n  J u n e ,  t o  $ 2 . 2 0 .  T h e  i n -
c r e a s e  i s  b a s e d  o n  a  l o w e r ~ t h a n - e x p e c t e d
l o s s  i n  t h e  J u n e  q u a r t e r ,  a s  w e l l  a s  o u r
n e w  p r o j e c t i o n s  f o r  m a n ° o w e r  o p e r a t i n g
l o s s e s  i n  t h e  f o u r t h  q u a r t e r  t h a n  a  y e a r
a g o .  B e t t e r  r e s u l t s  i n  t h e  t h i r d  q u a r t e r
w e r e  p r i m a r i l y  a  r e s u l t  o f  s e a s o n a b l y  c o o l
t e m p e r a t u r e s  t h a t  b e n e f i t e d  t h e  u t i l i t y
b u s i n e s s ,  w h i c h  w a s  a l s o  t h e  p r e d o m i n a n t
d r i v e r  o f  e a r n i n g s  i n  t h e  f i r s t  h a l f  o f  t h e
y e a r .  W e  l o o k  f o r  t h e  s e a s o n a l l y  w e a k
f o u r t h  q u a r t e r  t o  g e n e r a t e  l o s s e s  $ 0 . 0 5  b e -
l o w  a  y e a r - a g o ' s  l o s s e s ,  d u e  t o  W G L ' s  d i s -
p o s a l  o f  i t s  r e s i d e n t i a l  H V A C  b u s i n e s s .
E a r n i n g s  i n  2 0 0 4  a r e  l i k e l y  t o  b e  l o w e r
t h a n  t h i s  y e a r ,  h o w e v e r ,  s i n c e  w e  d o  n o t
a n t i c i p a t e  a n o t h e r  e x t r e m e l y  c o l d  w i n t e r
i n  W G L ' s  s e r v i c e  t e r r i t o r y .
T h e  c o m p a n y  h a s  a  n u m b e r  o f  p e n d -
i n g  r a t e  c a s e s .  I n  M a r y l a n d ,  i t  h a s  a  $ 2 9
m i l l i o n  r a t e  i n c r e a s e  a p p l i c a t i o n  t h a t
s h o u l d  r e c e i v e  a  r u l i n g  b y  t h e  e n d  o f  O c t o -
b e r .  T h i s  p o t e n t i a l  r a t e  c h a n g e  w o u l d  g o
i n t o  e f f e c t  a t  t h e  s t a r t  o f  t h e  w i n t e r  h e a t -

i n g  s e a s o n .  E l s e w h e r e ,  t h e  p e n d i n g  r a t e
c a s e  i n  t h e  D i s t r i c t  o f  C o l u m b i a  f o r  $ 1 9
m i l l i o n  c o u l d  r e c e i v e  a  v e r d i c t  b y  t h e  e n d
o f  D e c e m b e r ,  w h i l e  W G L  i s  w a i t i n g  f o r  a
f i n a l  d e c i s i o n  o n  a  $ 2 4  m i l l i o n  r a t e  i n -
c r e a s e  i n  V i r g i n i a ,  a l r e a d y  i n  p l a c e  b u t
s u b j e c t  t o  a  r e f u n d .
W G L  H o l d i n g s  a p p e a r s  t o  b e  s h i e l d e d
f r o m  M i r a n t ' s  b a n k r u p t c y .  I n d e p e n d e n t
p o w e r  p r o d u c e r  M i r a n t  f i l e d  f o r  C h a p t e r
1 1  b a n k r u p t c y  p r o t e c t i o n  i n  J u l y .  W G L ' s
u n r e g u l a t e d  s u b s i d i a r y ,  W a s h i n g t o n  G a s
E n e r g y  S e r v i c e s ,  h a s  w h o l e s a l e  e l e c t r i c i t y
s u p p l y  c o n t r a c t s  w i t h  M i r a n t .  T o  d a t e ,
M i r a n t  c o n t i n u e s  t o  h o n o r  t h e  c o n t r a c t s .
W a s h i n g t o n  G a s  h a s  a c c e s s  t o  $ 3 0  m i l l i o n
i n  c o l l a t e r a l  f r o m  a n  e s c r o w  a c c o u n t  a s
p a r t  o f  t h e  s u p p l y  c o n t r a c t  a g r e e m e n t ,
w h i c h  i t  w i l l  r e c e i v e  i n  t h e  e v e n t  t h a t
M i r a n t  s t o p s  s e r v i c e .
T h i s  s t o c k  i s  a  h i g h - q u a l i t y  i n c o m e  i s -
s u e .  I t  o f f e r s  a  c o m p e t i t i v e  y i e l d  a n d  h o l d s
t o p - n o t c h  r a t i n g s  f o r  S a f e t y  ( 1  r a n k i n g )
a n d  S t o c k  P r i c e  S t a b i l i t y  f  1 0 0 1 .  I t ' s  a  g o o d
c h o i c e  f o r  c o n s e r v a t i v e  i n v e s t o r s .  W e  n o t e ,
h o w e v e r ,  t h a t  t h i s  s t o c k  h a s  l i m i t e d  p o s s i -
b i l i t i e s  f o r  s h a r e - p r i c e  a p p r e c i a t i o n .
M i c h a e l  R  M a l o n e y S e p t e m b e r  1 9 ,  2 0 0 3

Past
10Yrs.

ANNUAL BATES
d change (per sh)
Revenues
"C ash  F low "
E a mi n g s
D ividends
B ook  Va lue

4. 5%
3. 5%
3_0%
2. 0%
4. 5%

P a y
5 Yrs.

5 . 0%
1.5%

.1 .5 s
2.0 / ,
4 . 5%

Est 'd '00- '02
to '06-'08

559 /
6. 5%
7. 0%
1.0%
3 . 0%

Fiscal
Year
Ends

qUAgTEM_Y REVENUES (S mill.) A

Dec.31 Mar.31 Jun.30 Sep.80

Full
Fiscal
Year

2000
2001
2002
2003
2004

s92,a
6052

564.8

851.1

665

310.5

540.3
417.1

357.7

55a

156.7

118.6

288.7
318

290

171.6

182.4
314.2

373.2

320

1031, t
1446.5
1584.8
1900
1825

Fiscal
Year

Ends
EAHNWGS PER SHARE A B

Dec.31 Mar.31 Jun.80 Sep.80

Full
Fiscal
Year

I

! 2oo0
9 2001

2002
2003
2<>o4

.as
1.08

.66
1.06

1.00

1.39

1.38

1.09

1.61

1.45

61.33
d.38
d.47
4.42
d. 40

d.12
d.15

£1.14

d.05
d.10

1 .79

1.B8
1.14

2.20
7.95

Cal-
| endar

QUARTERLY DMDENHS PA\D c l

Mar.31 Jun.30 Seo.30 Dec.31
'Full
Year

1999
2909
2001
2002
zoos

.305

.31

.315

.318

.305

.31

.315

.318

.82

.30

.305
.31
.315

.31B

.305

.31

.315

.318

so

1,22

1.24

1.26

1.27

18.6
. e t

6.2%

11.5 12.7

.72 .73

5.4% I 5.0%

17.2

.BE

4.5%

17,3

.99

4.8%

14.7

.75

4.6%

14.6 I

,as i

48%

23.1

1 .22

4.8%

sold fighfes are *Avg Annll P/E Ratio

v- ;e;¢;~e Relative P/E Ratio
es  '  8  ° ' iAv9 Ann'!  Div'd Yield

1
13.0
.85

4.3%

15.6

.92

5.3%

14.0

.92

5.6%

12.7

.85

6.1%

I
I

I
t l

22.9 i
18.1 I

i

21. 3
1 5 0

I
M .»

22.4
16.1

! .11111

H i l l
HHI

* 1 |

r

4841 ""11. IIII1*ll1 I

29. 5
19 . 3

|
r

1

\

28 . 8
23 . 2

D l v0
YLD

~`__

4.6%/M
l
M 6 4

1 , 48
40

20

1 16

i r 12

T a r g e t  P r i c e  R a n g e
2 0 0 6  I  2 0 0 7  1 2 0 0 8

I

E x h i b i t  T Z - 3
P a g e  1 5  o f  1 6

I

476

3

3

.4

I
I
I
I
I
I

\

I

F

\

i

I

I10th, (B) Based on diluted shares. Excludes May. August and November, I
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Company's Financial Strength
Stock's P r ice Stabil i t y
P r ice Growth Persistence
E arnings P redic t abi l i t y

I
I
I

A) Beginning 1989, fiscal years end Sept. (C) Dividends historically paid early February, '02: $166.0 million, $3.42/sh. (E) In millions,
, Dividend rein- ad1usled lot stock split.

nonrecurring losses: '01, 13 '02, (34c). Next vestment plan available.
(D) includes deferred charges and intangibles..

inc. Ali ngFhts reserved. Factual material is obtained from sources believed Io be reliable Ana is provided wiMoia warranties al any kind.
HE PUBUSHEH iS NOT EESPONSlBLE OR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly lot subscriber s own, n0n»oommarv:rar. rnlemal use. No pan
l n fray to liolndueali. I8$U1d. slain or transmitted in any panted. eiaclronic or other loma, or used lot generating or maniexrng any noted or electronic publication. service or product
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SOUTH JERSEY INDS. NYSE-SJ 38.41
RECENT
PRICE

PIE
RATIO 14.5(1.':3::s§128)

TIMEUNESS

2
3 Raised9/13/02
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TECHNICAL 3 Loaered 7H1l03
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Price
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Ann'I Total
Re c ur
1 0 %
2 %

2006-08 PRGJECTIONS

H h Gain

LB (8984Z¥
Insider Decisions

\o Buy
Uudans
cu Sill
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o 0  o  1  0  0  1  0  0
o  0 0 0 0 0  0  0  o
0  0  o  o  0  0  0  0  0

insti tutional Decisions
4azau1 :mama 2020418

a s 31 4 0
i s 2 7 t o

4937 4477 4658

b  v s
10 Sell
r4u*n(00m

High:
Low:

234
19,1

27,5
21.8

213.5
17 .9

24.6 30.5 1 30.8
20.1 g 21.0 22.0

I

30,8
21.5

80.1
24.5

34.1
27.6

36.7
28.2

89.2
:ao.s

Target Price Range
2005 2008

64
48
40
32

24
20
16

12

8

6I

_

L E GE N D S
1 15 x DlvvdeMs p sh

be Interest Rate
Rslauve nos Strengm
all¢€d

Ognons No
M096 ureas mmcale recessmn

2007

I

I i 11a.l
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4
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I

I
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shares
lraaed

a
2
I

3
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% TDI RETURN8403

mss VL ANTH.
S'l0CK w o n
21 .4 30.9
63.6 15_9

107.8 77.9

1 yr.
3 yr
5 yr

|
|

i
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I

I I I
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1987 1988 1989 1990 1991 1992 1993 1994 | 1995 1996 1997 199a 1999 2000 2001 2002 2003 2004 o vALue UNE put., INC.
32.59

2.79

1.57

1.26

29.56

3.03

1.88

1.29

30.54

3.00

us e

1.86

28.80

2.58

1.33

1.40

30.19 1 33.33
2.75 g 3.12
1.27 i 1.61

1.41 I 1.41

34.06

3.08

1.55

1.43

34.90

2.70

1.21

1.44

33,00

3.30

1.65

1.44

33051 3236
3.081 3.19
1.70: 1.71
1,441 1.44

41.77

2.87

1.28

1.44

35.19

3.67

2.01

1.44

44.86

3.90

2.16

1.46

70.60

3.79

2.29

1.48

41,38
4.25
2 v
1.51

56.00

4.50

2.55

1.54

50.60

4.70

zo o

1.56

Revenues per sh
"Cash Flow" pa: sh
Eamings per sh A
Div'ds Ded'd per sh a u

62.95

§_10

3.30

1.604.25

12.42

4.41

13.24

4.55

13.49

4.21

13.58 13.90

4.34 I 3.39

13.53 l

3.74

14.33

3.86

14.46

4.16

14.67
4.61

12.86

4.02 I
16.06 |

6.11

12.45

.4.37

13.48

4.42

14.50

5.64

15.62

6.94

19.34

5.20

20.95

5.10
2z45

Cap'l Spending per sh
Book Value per sh

5.20

2s.757.84 8.47 8.48 9.03 9241 9.50 9.80 10.72 10.72 10.761 10.77 10.78 11.15 11.50 11.86 12.21 12.50 12.80 Common She 0utst'g c 13.5012.7

.as

6.3%

9.3

.77

7.4%

11.9

.90

6.9%

13.6

1.01

7 7 %

14.5 |

.93 I

7.e°a

13.2

.80

6.6%

15.8

.93

5.9%

16.1

1.06

7.4%

12.2 13.3 w e

.82 .83 i .80

7.2% I 6 .4 4  I 6.1%

21.2

1.10

5.8%

13.3

.76

5.4%

1a.0

.85

5.2%

13.6

.70

4.7%

13.5

.74

4.6%

swung
v

gnu:
Um
n m

Avg Ann'l PIE Ratio
Relative PIE Ratio
Avg Ann'l Div'd Yield

13.0

.as

4.1%
CAPITAL STRUCWRE as al trauma
Total Debi $413.6 mill. Due in 5 Vrs S188.6 mill.
LT Debt s2s0.0 mill. LT Interest $19.0 mill.
(inc. $35.0 million in trust-preferred secunlies)
(Total interest coverage: 3.4x)

Pension AS8¢t$~12J02 $63.1 mill. Oblig. SB1.1
mill.
pm Stock $1.7 mi ll. Pfd DIv'd 5.1 Ml".
16,904 Series B she. B° cum. ($100 par) callable
106.7
Common Stock 12.s70.as1 common she.
u of am/ua
MARKET CAP: $475 million (Small Cap)

31 .B%

4.5%

35.1%

3.4%

34.4%

5.0%

35.5% 5 36.8%

5.2% i 5.3%

46.2°/>

3.1%

42.8%

5.6%

48.1%

4.8%

422%
3.2%

41.4%

5.8%

43.0%

4.7%

4.10%

4.5%

Income Tax Rate
Net Profit Margin

43.0%

5.2%
50.2%

48.9%

49.3%

49.9%

51.4% 46.1% I 54.6%

47.9% I 53.2% I 35.8%
57.3%

33.5%

53.8%

37.0%

54.1%

37.6%

57.0%

35.9%

58.6%

46.1%

52.0%

48.0%

51.0%
4aox

Long-Term Debt Ratio

Common Equity Ratio

48.0%

52.0%
287.4

375.4

310.6

402.1

328.41 324.eI 387.1
422.71 423.91 4565

401.1

504.3

40s.9

saa.a

443.5

562.2

516.2

607.0

512.5

6665

545

700

590

750

Teal capful (small
mea Play (smlm

750

900
7 4 %

10.6%

10.5°/

6.1%

8.0%

8.0)/

7.8% I
11.2% ! 10.5%
11.2% I 10.5%

7.9% I 6.7%
(10.5%

13.3%

5.3%

8.1%

10.3%

7.4%

11.7%

14.6%

7.4%

12. 1 v.

14.B"/

6.9%

12.1%

12.5%

7.6%

12.4%

12.5%

5.5%

12.5%

12.5%

E5 %

12.5%

125%

Recur on Total Cap'I
RMxm on Shu Equity
Rnum on Com Et

6.5%

11.5%

11.5%
.6%

94%

NMF

119%

1.4% i 1.6% | 24%
88% 85% I 84%

NMF

112%

4.2%

72%

4.8%

67%

3.5%

76%

4.7%

62%

1.5%

58%

4.5%

55%

Retained to Com Eq
All Div'ds (0 Net Prof

5.0%

49%
2002 sou/os2001

4.6
196.3
200.9

80.5
133.6

72.9
287.0
360%

4.0
208.4
212.7
76.7

177.2
62.7

316.6
aas°.

4.0
218.1
222.1

48.2
162.1
99.8

310.1
260%

CURRENT POSITION
Isms.)

Cash Assets
Other
Current Assets
Accts Payable
Debt Due
Other
Current Liab.
Fix. Chg. Cov.

BUSINESS: South Jersey industries, Inc. is a holding company. Its

s ubs idia ry ,  South J e rs ey  Gas  Co . ,  di s t r i butes  na tura l gas  to

298.767 customers in New Jersey's southern counties, which cover

2,500 square miles and include Atlantic City. Principal suppliers in-
dude Transcontinental Gas Pipeline and Columbia Gas Pipeline.

Gas revenue mix: resident'l. 31%, commercial and industrial, 11%,

transponion, including oft-system sales and gas marketing, 54%,

oft-system, 4%, cogeneration, power generation, Has 638 employ-
ees. Directors curl. 1 . 0 ! or com. shares, Dimensional Fund Aa-

visors, 6.2% (3/03 proxy). Chrmn. & CEO: Charles Biscieglia. ln-
corp.:  NJ, Address* 1 South Jersey Plaza. Fate. 54, Folsom, NJ

08037. Telephone: 609-581.9000, Web: www.sjindustries.com.

I n v e s t o r s  i n  S o u t h  J e r s e y  I n d u s t r i e s '
s t o c k  h a v e  b e e n  r e w a r d e d  t h u s  f a r  i n
2 0 0 8 .  T h e  s h a r e  p r i c e  h a s  r i s e n  n e a r l y
1 8 %  s i n c e  t h e  b e g i n n i n g  o f  t h e  y e a r ,  w h i c h
i s  a  f e a t  f o r  a  g a s  u t i l i t y  w i t h  a  h i s t o r y  o f
e x c e l l e n t  s h a r e - p r i c e  s t a b i l i t y .  S h a r e - p r i c e
m o m e n t u m  t h i s  y e a r  h a s  b e e n  b a c k e d  b y
p r o g r e s s m a d e i n S o u t h J e r s e y ' s
b u s i n e s s e s ,  a l o n g  w i t h  t h e  r e s u l t i n g  e a r n -
i n g s  s t r e n g t h  t h a t  h a s  p r o p e l l e d  t h e  b o t -
t o m  l i n e  t o  c o m p a n y - r e c o r d  l e v e l s .  O n  t h e
r e g u l a t e d  d i s t r i b u t i o n  s i d e ,  S o u t h  J e r s e y
i s  t a i d n g  a d v a n t a g e  o f  p o p u l a t i o n  g r o w t h
w i t h i n  i t s  s u p p l y  a r e a .  I t  h a s  b e e n  a b l e  t o
e x p a n d  i t s  c u s t o m e r  b a s e  b y  a n  a v e r a g e
a n n u a l  r a t e  o f  2 . 7 % ,  a n d  w e  b e l i e v e  t h a t
t h e  c o m p a n y  c a n  m a i n t a i n  t h a t  c l i p  o v e r
t h e  n e x t  s e v e r a l  y e a r s .  M e a n w h i l e ,  t h e
c o m p a n y  h a s  m a d e  s i g n i f i c a n t  h e a d w a y  o n
t h e  n o n u t i l i t y  f r o n t .  L a s t  q u a r t e r ,  i t  c o m -
m e n c e d  o p e r a t i o n s  o f  t h e  M a r i n a  E n e r g y
p o w e r  f a c i l i t y  T h e  $ 5 4  m i l l i o n ,  2 6 , 0 0 0 -
s q u a r e - f o o t  t h e r m a l  p l a n t  i s  s e r v i c i n g  t h e
B o r g a t a  H o t e l  C a s i n o  a n d  S p a  i n  A t l a n t i c
C i t y ,  w h i c h  o p e n e d  i n  J u l y .  S o u t h  J e r s e y
h a s  a  2 0 - y e a r  c o n t r a c t  w i t h  t h e  c a s i n o  t o
p r o v i d e  e l e c t r i c i t y  a n d  n a t u r a l  g a s  f o r
h e a t i n g ,  a i r  c o n d i t i o n i n g ,  a n d  h o t  w a t e r .

T h e  c o m p a n y  i s  s e e k i n g  i t s  f i r s t  r a t e
i n c r e a s e  i n  n i n e  y e a r s .  I t  i s  r e q u e s t i n g  a
h i k e  o f  $ 4 2 . 4  m i l l i o n  i n  o p e r a t i n g  r e v e -
n u e s ,  r e p r e s e n t i n g  a  8 . 7 %  i n c r e a s e .  S o u t h
J e r s e y  c l a i m s  t h a t  t h e  a d j u s t m e n t  i s
n e c e s s a r y  t o  c o v e r  t h e  $ 3 0 0  m i l l i o n  t h a t
t h e  c o m p a n y  h a s  s p e n t  t o  b u i l d .  m a i n t a i n ,
a n d  i m p r o v e  t h e  n a t u r a l  g a s  i n f r a s t r u c -
t u r e  i n  s o u t h e r n  N e w  J e r s e y ,  i n  a d d i t i o n
t o  f u t u r e  c o n s i d e r a t i o n s  t o  s u p p o r t  f u r t h e r
d e v e l o p m e n t  i n  t h e  r e g i o n .  T h e  r a t e  c a s e
w i l l  p r o b a b l y  t a k e  a  y e a r  t o  p r o c e s s ,  m e a n -
i n g  t h a t  a n y  r a t e  i n c r e a s e s  g r a n t e d  w i l l
n o t  t a k e  e f f e c t  u n t i l  a t  l e a s t  t h e  f a l l  o f
2 0 0 4 .
T h i s  i s s u e  i s  a  d e c e n t  i n c o m e  s t o c k .
T h e  d i v i d e n d  y i e l d  h a s  c o m e  d o w n  a  b i t
d u e  t o  s t r e n g t h  i n  t h e  s t o c k  p r i c e  t h i s
y e a r ,  b u t  t h e  c o m p a n y  h a s  a  h i s t o r y  o f  i n -
c r e a s i n g  t h e  q u a r t e r l y  d i v i d e n d .  A l s o ,  c o n -
t i n u e d  y e a r - o v e r ~ y e a r  e a r n i n g s  a d v a n c e s
s h o u l d  p r o v i d e  a m p l e  s u p p o r t  t o  t h e  s t o c k
a t  i t s  c u r r e n t  q u o t a t i o n .  T h e r e  i s  p r o b a b l y
n o t  m u c h  r o o m  l e f t  f o r  f u r t h e r  s h a r e - p r i c e
a p p r e c i a t i o n  a t  t h e s e  l e v e l s ,  t h o u g h .  S o u t h
J e r s e y  s t i l l  h a s  s o m e  a p p e a l  f o r  c o n s e r v a -
t i v e  i n v e s t o r s .
M i c h a e l  R  M a l o n e y S e p t e m b e r  1 9 ,  2 0 0 3

Past
10 YR

Est ld >00-'02
w '06-'08

N M F
4.0°/
5.59 '
1.5%
2 0 %

Pan
5 Vrx
10.0%
4.5'7
a s k
0.5 /
2.5 /

ANNUAL RATES
d dlange (per sh)
Revenues
"Cash Flow"
Eamings
Dividends
Book Value

5.5%
3.5%
5.0%
0.5%
2.06

Cal-
endar

QUARTERLY REVENUES (S mill.)
Mar .31  J un.30  Sep.30  Dec .31

Full
Year

2ooo

2001

2002

2003
2004

183.2

158.2
174.8

214

220

75.8

107.9

69.1
100

110

167.5

342.6
177.0

279.8

275

89.4

218.6

04.2
1062

145

515.9

B37.3
505.1
700

750

Cul-
endar

EARNINGS PER SHAHEA
Mar .31  J un.30  Sep.30  Dec .31

FUll
Year

2000
2001
2002
2003
Z e d

.ea

.76

.99

.93
1.10

d.02
.06

.16

.10

1.68

1.87

1.65

1.86

1.85

d.35
d.32

1127
d.30

d.25

2.16

2.29

2.43
2.65

2.80

Cal-
endar

QUARTERLY DMDENDS PAID s I
Mar.81 Jun.80 Sep.3D Dec31

Full
Year

1999
2000
2001
2002
200a

.365

.37
.375

.72

.36

.365

.37

.385

.36

.365

.37

.375

.385

.36

.365

.37

.375

.385

1.44
1.46

1.48

1.50

374.0198 asa.f
17 :

450.2

13.8

355.5

18.5

348.6

18.4

392.5

22.0

515.9

24.7

837.3

26.8

505.1

29.4

700

33.0

750

35.0

Revenues ($MIII) o

Net Prom (small
850

44.0

E x h i b i t  T Z - 3

P a g e  1 6  o f  1 6

I 4842480.82199 4_l2 4 . 0 % 4 7 2
DlV'D

YLD E 8 6 3 I

24.0
18.6

3
I
i
1
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I
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(A) Based on avg. she. Excl. nonrecuf. gem ($0.04). Excl. gain due to accfg change: '93,
(loss): '01, s0.1a. Excl gain (losses from dis- $0.04, '01, $0.14. Next egg. report late om,
cont. ops.: '96, $1,14. '97. ($0.24), '98, ($0.26), Dividends historically paid early Jan.. Apr., Jul.,
'99, ($0.02). '00, ($0.04), '01, ($0.02), '02. and Oct. I Div. reinvest. plan avail. (2% disc.).
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Company's Financial Strength
Stock's Price Siablllty
Price Growth Persistence
Eamlngs Predlc\8bllliy
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